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| BOOK REVIEWS | 


Examination of Insurance Companies 





Prenared under the direction of Adelbert 
G. Straub, Jr.. New York State Insur- 
ance Department, 61 Broadway, New 
York, N. Y., 1953. Pages: xviii +- 571 
and xxx + 787; $15.00 per set (two 
volumes). 


This work is a compilation of a series of 
thirty-seven well-prepared lectures delivered 
before the examiners of the New York 
State Insurance Department as part of an 
in-service training course. While intended 
primarily for present and future examiners 
of the insurance departments of New York 
and of other states, as a description of the 
manner in which compliance with insurance 
law and administrative regulations is ascer- 
tained, the books will prove of value to 
many others interested in the insurance field, 
in the general subject of regulation, or in 
accounting and auditing practice. The pub- 
lication relates to all lines of insurance, par- 
ticularly life, fire and casualty. 


The New York State Insurance Depart- 
ment should be congratulated on this pioneer- 
ing work. These two volumes are the first 
of a series of six. The Department expects 
that the remaining four will be published 
within the next year. The last will contain 
an index of the entire set of six volumes. 
To the best of my knowledge, this is the 
first publication devoted to a description of 
insurance company examination procedures. 


A review of the contents shows that the 
book is much wider in scope than the title 
indicates. Volume I is divided into two 
parts, the first containing chapters by deputy 
superintendents on the history and organiza- 
tion of the New York Insurance Depart: 
ment, and of the National Association of 
Insurance Commissioners. The second part 
of Volume I contains a succinct but com- 
prehensive picture of current theory and 
practice in the insurance business, in the 
form of contributions by leading authorities 
in their special fields of interest, covering 
every major branch of the business. Hos- 
pital service and medical expense indemnity, 
group insurance, reinsurance and the mul- 
tiple-line concept are examples of specialized 
subjects covered by separate chapters. 


Volume IT, prepared for the most part by 
employees of the New York Insurance De- 
partment, will be of more interest to the 
accountant than Volume I. It contains de- 
scriptions not only of the examination and 
valuation procedures applicable to the assets 
of an insurance companv (liabilities are to 
be covered in Volume TIT), but also of the 
accounting practices (including typical ac- 
counting systems) related to assets. Regular 
examinations of the companies are made at 


(Continued on page 69) 
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(Continued from page 68) 


intervals of three or five € years; in the inter- 
yening years the companies’ annual state- 
ments and supporting schedules are subjected 
to detailed review and analysis in the De- 
partments office. This office “audit and 


analysis” is described in an excellent chapter 
by the Chief of the Audit Bureau of the 
Department. 


Other chapters cover the laws relating to 
the organization and licensing of insurance 
companies, agents, brokers, and adjusters. 
There is even a chapter on applied psychology 
for insurance examiners. 

The practicing public accountant will find 
this authoritative work of value in assisting 
his insurance company clients in the prepara- 
tion of their Annual Statements to be filed 
with the Insurance Department, and in pre- 
paring for examination by the Department. 

Readers seeking a clear-cut explanation of 
the purpose of examinations will perhaps be 
disappointed and confused. A former Super- 
intendent of Insurance is quoted as saying, 
“The solvency of companies, their honest 
and intelligent management, and ability and 
inclination to meet their obligations as they 
occur, is of primary importance to the pub- 
lic.” The introduction of Volume II states 
that “the primary purpose of our examina- 
tions is to determine the financial condition 
of insurers, and to weed out those which are 
no longer entitled to the public confidence.” 
No rei ader will question the need for deter- 
mining solvency; the need for a precise 
determination of financial condition, where 
there is no question as to solvency, is not 
explained. This is an important distinction 
since it is apparent that considerable time 
and attention are given to matters which, 
because of their relative unimportance, would 
ordinarily have no conceivable effect on 
solvency, such as the exact determination of 
overdue premiums. The reader might also 
question the merit of such precision as to 
assets, while liabilities such as unpaid losses 
are subject to a substantial judgment factor. 
There should be an obligation on the part 
of the examiner to use considerable judg- 
ment, and materiality should be a major 
factor in the exercise of that judgment. The 
examiner himself is restricted in this by the 
wording of the appointment received by him 
from the Superintendent, which requires him 
to “make a full report of the true condition 
of the company.” 

No mention is made of the fact that each 
examination is paid for by the company 
being examined. The constantly increasing 
costs of the examinations have resulted in 
incre ising interest in the exz amination pro- 
cedures. It is hoped that this publication 
may serve as the basis for constructive dis- 
cussions of such procedures. It might be 
expected that professional auditors would be 
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CORPORATION OFFICERS often look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
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A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 2%% per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
to $10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers. 
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able to make a valuable contribution to such 
discussions. 

The descriptions of procedures for the 
verification of assets occupy only a ‘minor 
portion of Volume II. Procedures are in- 
cluded for bonds and stocks, real estate, 
mortgage loans, cash, and premiums in course 
of collection. Since the book is not designed 
as a treatise on auditing theory and prac- 
tice, the reader should not expect to find any 
improvements in auditing practices as com- 
pared with those described in standard 
works already available. 

Public accountants will be interested to 
note that the word “confirmation” does not 
appear in the discussion of examination of 
premiums receivable or mortgage loans. The 
reader is told that a spot check of premiums 
receivable to the cash remittance record for 
the period subsequent to the examination date 
will usually sufhce to prove the authenticity 
of the asset, and that mortgage loan bal- 
ances are verified by checking the ledgers 
to tabulated inventories of detailed punched 
cards. 

As to bonds and stocks of an insurance 
company the reader is told that an un- 
announced count is quite impractical, and 
unnecessary because any possible manipula- 
tion generally would be uncovered by the 
thorough nature of the examination. In dis- 
cussing the verification of cash balances, no 
mention is made of possible kiting, and the 
procedures described do not seem to be ade- 
quate to detect this method of covering a 
shortage. 


In general, the procedures contemplate a 
detailed examination of all assets, so that 
there is no discussion of the effect of in- 
ternal control or internal auditing on the 
extent of the examination. One contributor 
says, in connection with receivables, that spot 
checking must be employed because of the 
physical impossibility of checking and 
verifying every single item. The reader is 
advised that it is customary, in the examina- 
tion of large life insurance companies, to 
examine documents only for all mortgage 
loans made since the preceding examination. 


No mention is made of the effect of audits 
by CPA’s on examination procedures. It 
would appear to be in the public interest to 
eliminate or severely curtail that portion of 
the examination which has as its purpose the 
determination of financial condition in in- 
stances where a certificate of an independent 
CPA as to the company’s financial condition 
is available. It is hoped that a knowledge of 
the procedures used by the examiners will 
lead to greater interchange of information 
between the examiner and the public account- 
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ant with the aim of eliminating unnecessary 
duplication of auditing effort. 

The effect of regulation on accounting and 
financial reporting is at present receiving the 
attention of public accountants and many 
others. Laws and regulations cited in Volume 
II show that accounting and reporting prac- 
tices of insurance companies are strictly 
regulated and that the examiner is concerned 
only with the application of the law, and 
not with the application of generally accepted 
accounting principles. 

No mention is made of any interest that 
the company’s stockholders might have in the 
accounting and reporting methods used, and 
it is apparent that no recognition can be 
given to the needs of stockholders or poten- 
tial investors for financial information. In- 
surance company financial statements must 
be prepared on a basis which subordinates 
all the customary purposes of accounting. 
The book explains that “insurance company 
accounting is predicated on liquidating value, 
a principle opposite to going-concern value 
: in order that insurance company assets 
be valued only at readily realizable sums.” 
This is the reason given for not considering 
the unexpired portion of commissions paid 
as an asset, as experience shows that a com- 
pany “in difficulty” cannot depend upon rein- 
surance to recover its commission equity. 
Again, furniture and fixtures are not 
admitted as assets because “at a forced sale 
only a part of the inherent value will be 
realized.” An analysis of the laws and regu- 
lations relating to investments, described in 
the book, indicates some major inconsis- 
tencies in the application of this principle: 
(1) Stocks are valued at market, which may 
be millions of dollars in excess of cost, but 
no provision is made for income taxes which 
might be payable on realization. (2) Bonds 
are valued at amortized cost, with minor 
exceptions, although the resultant amount 
may be greatly in excess of quoted market 
prices, on the basis that amply secured bonds 
will be paid at their face amount “at 
maturity”. (3) On several occasions when 
the stock market was depressed, the Depart- 
ment required the use of “market values” 
substantially higher than quoted market 
values. As to one year, we are told that this 
“was intended to reduce the impact in a 
company’s statement of the low year-end 
market values”. 

In addition to laws for excluding assets 
because of the difficulty of valuation, further 
distortion of the financial condition results 
from adjustments which have no accounting 
significance whatever. For example a com- 
pany may not consider as an asset an invest- 
ment which was acquired in violation of the 
insurance law, regardless of its value. Re- 
ceivables for premiums which are overdue at 
the balance sheet date must be excluded from 
assets even though they are collected in full 
immediately thereafter. 


(Continued on page 71) 
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It is not too 


ments prepared in accordance with generally 
accepted principles of accounting presently 
applicable to unregulated industries. 


Insurance Department of statements 


regulatory authority to be desirable. 


will stimulate discussion not only of the 


examination procedures, but also of the ac- 
counting and reporting practices. 

Pau W. PINKERTON 
Chairman, Committee on Insurance 
Companies and Agencies Accounting. 
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Accounting Trends and Techniques in 
Published Corporate Annual Reports 
(Seventh Edition, 1953) 


Seventh Annual Survey of Corporate An- 
nual Reports by the Research Department 
of THe AMERICAN INSTITUTE OF AC- 
COUNTANTS, New York, N. Y., 1953. 
Pages: 303; $10.00. 


This is the Institute’s Seventh Annual 
Survey of the accounting features of the 
annual reports of six hundred companies, 
with fiscal years between May 1, 1952, and 
April 30, 1953. This comprehensive study 
includes the same companies embraced in 
the 1952 survey, with minor substitutions 
necessitated by merger or dissolution of a 
subject company. 


The results of the survey are presented 
under five principal captions as follows: (1) 
Financial Statements, (2) Balance Sheet, 
(3) Income_Statement, (4) Retained Earn- 
ings and Capital Surplus, and (5) Ac- 
countant’s Report. In addition, there is an 
accompanying appendix section, listing the 
names of the six hundred companies studied; 
an index to the tables; and an index to the 
exhibits. 


This wealth of informative data concern- 
ing accounting techniques will be equally 
useful to practitioners and students. This 
volume should be in every accounting lib- 
rary, together with its predecessors. 


1954 Federal and State Tax Omnibus and 
Diary (Twenty-fifth Edition) 


Published by PRENTICE-HALL, INc., New 
York, N. Y., 1953. Pages: 390; $10.00. 


This is the Twenty-fifth annual - edition 
of an old established work, which takes 
the form of a compendium of information 


concerning Federal and State taxes, while 
also serving as a tax diary. 

The information on Federal taxes in- 
cludes charts on Federal income taxes on 
individuals and corporations, estate tax, gift 
tax, social security taxes, stamp taxes, ex- 
cise taxes, occupational taxes, and other mis- 
cellaneous taxes. 


The section on State taxes includes help- 
ful lists and charts summarizing various 
State tax laws, as well as summaries of 
various State tax laws including personal 
income tax laws. 


The diary section of the book shows the 
due dates for the payment of Federal and 
State taxes, as well as the dates for filing 
the several tax returns on reports. This 
helpful daily reminder should prove in- 
valuable to the busy tax practitioner. 


1952 Annual Survey of American Law 


William Tucker Dean, Jr., Editor. New 
YorK UNIverRsITy SCHOOL oF Law, New 
York, N. Y., 1952. Pages: ix + 860; 
$10.00. 


This annual volume furnishes an authori- 
tative account of all important legal develop- 
ments in the United States in 1952. The 
work is divided into five parts: (1) Public 
Law: In General; (2) Public Law: Social, 
Business and Labor Regulation; (3) Private 
Law; (4) Adjective Law; (5) Legal 
Philosophy and Reform. 


Accountants will find the sections dealing 
with Federal Income Taxation, Federal Es- 
tate and Gift Taxation, State and Local 
Taxation, Trusts and Administration, and 
Succession, of particular value to them in 
connection with practice involving these 
areas. Other sections, particularly those in- 
cluded under the heading of Private Law, 
may also be of interest to them. 
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TAX REPORTS TYPED 

Statistical Typing Mimeographing 
55 West 42nd St.—Room 434—Cor. 6th Ave. 
BURLINGTON STENO SERVICE LA 4-2230 
Office space—Radio City, C.P.A. firm offers 
exceptional opportunity for high grade prac- 
titioner to sublet part beautiful corner suite. 
Three private offices available with common 
use general facilities including beautiful re- 
ception room. Very attractive lease. Box 685, 
New York C.P.A. 


SITUATIONS WANTED 


Certified Public Accountant (NY), MBA, 
30, family, resident Nassau County, presently 
employed Controller multi-unit organization, 
seeks position with opportunity and challenge. 


Box 681, New York C.P.A. 


Home typist for Income Taxes, experienced, 
will pick-up and deliver, very reasonable. 
Phone GE 5-5485 or write Box 682, New 
York C.P.A. 

















Computing Service 
MALE COMPTOMETER OPERATOR 
Heavy experience, references, special service 
to C.P.A.’s. Rates reasonable. George J. 
Callahan LO 4-8317. 





diem—specializing in Inventory. WO 4-4678. 
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WM. SCHNUER, BBA, MBA 7 : 
Licensee able time reading 
hundreds of letters of application and 
interviewing many prospective appli- 
cants to secure the right employee? 


This has been our task for 
thousands of firms since 1939. 


Our interviewers are educated and 
experienced in the fields of personnel 
and accounting. 
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We do a professional job 
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— get a crop of information 
fast when you use R&S Statistical 
Service to tabulate figures on prac- 
tically anything. R&S service speeds 
up and simplifies your tax work too. 


Write Dept. CP for our new book- 
let, ‘Bring Your Figures up to Date” 
— it’s free. We'll also be glad to put 
you on our mailing list to receive our 
bulletins. 




















GIVE GENEROUSLY 


to the 


HEART FUND! 























JOHN R. BLADES 
INSURANCE ADVISER 


co 


Complete Surveys of 





Corporate Insurance Affairs 


No Insurance Sold 


744 BROAD STREET NEWARK 2, N. J. 


Established 1926 

























Februa 




































_— 











THE NEW YORK 


CERTIFIED PUBLIC ACCOUNTANT 


EMANUEL SAXE, Managing Editor 


The matters contained in this publication, unless otherwise stated, are the statements and 
opinions of the authors of the articles, and are not promulgations by the Society. 





VoL. XXIV 


February 


- 1954 No. 2 





Significant Government Rulings 
and Court Decisions of 1953 


II—COURT DECISIONS 
By Jack ScHLOossER, C.P.A. 


This is the second article on this subject. 


The first paper, analyz- 


ing the significant government rulings of the year, appeared in 
our January issue. 


AS in prior years, the writer will 

organize his analysis of the year’s 
decisions along topical lines rather than 
chronologically. Through this arrange- 
ment and by the choice of cases to be 
discussed, it is hoped that the best in- 
terests of the widest number of readers 
will be served. 


Method of Accounting 


Accountants are always particularly 
interested in those court decisions 
which relate directly to accounting 
problems in the field of taxation. 

The question of cash v. accrual basis 
continued to plague the courts during 
1953. There is no question that where 
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inventories are an income-producing 
factor the accrual basis is the only 


proper method of accounting for 
tax purposes. (Regulation 118, Sec. 
39.41-2.) What if the taxpayer re- 


ports its taxable income on the cash 
basis instead? Again there is no ques- 
tion but that the Commissioner may 
convert that taxpayer to the accrual 
basis by making him reflect his inven- 
tories and accounts receivable and 
payable. The key question to resolve, 
however, is whether the Commissioner 
may, in the year of adjustment, reflect 
the end-of-the-year inventory, receiv- 
ables and payables without giving effect 
to the same items at the beginning of 
the year. 

Out of a welter of cases in prior 
years emerged an apparent policy : 

a. where the taxpayer’s books of ac- 
count and tax returns were on a cash 
basis, the Commissioner could make this 
harsh adjustment. , 

b. where the taxpayer’s books of ac- 
count properly reflected inventories and 
receivables and only. the tax return was 
prepared on the cash basis, the Commis- 
sioner could not make such an adjustment 
-but had to reflect the year of change-over 
on a proper accrual basis both at the be- 
ginning .and end of the year. 
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This latter view had been sustained 
in prior years by the Third and 
Eighth Circuits. During 1953 the Sec- 
ond Circuit specifically overruled its 
own apparently contrary decision 
(William Hardy, Inc. v. Commis- 
sioner; 2 Cir.; 1936) in favor of the 
foregoing rule (Commissioner v. Cor- 
nelius J. Dwyer; 2 Cir.; 4/13/53). 
The Commissioner also adopted this 
position by announcing his acquies- 
cence in two Tax Court decisions 
which had ruled in favor of this doc- 
trine. (Robert G. Frame; 16 TC 600; 
3/8/51; Estate of Samuel Mnookin; 
12 TC 744; 5/12/49) Other cases 
embracing this view were the follow- 
ing: Hayes M. Booher (Tax Court 
Memo Decision; 5/5/53) and Com- 
missioner Vv. Joseph S. Caldwell (2 
Cir.; 2/18/53). 

There still seems to be one area of 
doubt. In the Caldwell (supra) and 
Welp (J. H. Welp v. U. S.; 8 Cir.; 
1/16/53) decisions, the books of ac- 
count were kept on the cash basis but 
there was ample other evidence avail- 
able to establish inventory and/or 
receivable figures. On this basis the 
two Circuit Courts refused to permit 
the Commissioner to pyramid income. 
For a while it appeared as though the 
Tax Court was adopting a firmer atti- 
tude by protecting the taxpayer only 
where the books of account were for- 
mally maintained on the accrual basis. 
(EZ. S.. Iley; 19 TC 631; 12/31/52; 
David W. Hughes; Tax Court Memo 
Decision; 8/21/53) However the lat- 
ter decision was vacated and set aside 
by an order dated November 21, 1953, 
which may indicate that the Tax Court 
has fallen in line with the various cited 
Circuit Courts in not only rejecting 
the Hardy doctrine in favor of the 
more lenient view of the Dwyer rule 
but in applying it on a liberal basis. 

The question of changes in account- 
ing methods at the direction of the 
Commissioner received attention by the 
courts in other fields during 1953. 
Where a corporation acquired its in- 
ventory in a tax-free exchange and 
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reflected it on its books at its predeces- 
sor’s basis, the Commissioner was per- 
mitted to adjust its closing inventory 
in its first year by capitalizing manu- 
facturing overhead therein without 
making a similar adjustment to its 
opening inventory. (Frank G. Wik- 
strom & Sons, Inc.; 20 TC, No. 45; 
5/15/53) 

In a somewhat similar vien, the 
courts held in the case of a corpora- 
tion receiving its inventory on a tax- 
free exchange from various other 
businesses, which had reported their 
inventories on the Lifo basis, that it 
was obliged to make a new election in 
order to secure the same privilege. 
Failing this election, the taxpayer 
could not resist the Commissioner’s 
adjustment of its inventory to the Fifo 
basis. Presumably if the Commis- 
sioner had examined the initial return 
filed by the corporation, he could have 
adjusted the closing without affecting 
the opening inventory. However, he 
examined and made his findings with 
regard to a subsequent year. The 
Court agreed that he could place the 
end-of-the-year inventory on the Lifo 
basis but insisted that the same had to 
be done as at the beginning of the 
year. Thus, this particular taxpayer 
lost a privilege by failing to make a 
proper election but escaped tax com- 
pletely on a portion of income because 
of the adjustment to the opening in- 
ventory in the change-over year. (Tex- 
tile Apron Co., Inc.; 21 TC, No. 17; 
10/30/53) 

Interesting questions and _ conclu- 
sions arise from the foregoing de- 
cision: 

a. What if the transfer of inventory is 
made as part of a statutory merger? It 
has been held, in such cases, that the con- 
tinuing corporation “absorbs the rights and 
privileges, as well as the obligations, of its 
constituents”. (Stanton Brewery, Inc.; 2 
Cir.; 1949) Thus, such a corporation has 
been allowed a predecessor’s loss carry- 
over, the right to continue deducting a 
predecessor’s unamortized discount and ex- 
penses, the right to carry over excess pen- 
sion fund contributions made by a pre- 
decessor, etc. May it continue the Lifo 
basis without a new election? 
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b. This case outlines a method for elimi- 
nating the effects of an unfavorable elec- 
tion without securing the Commissioner’s 
permission. 

c. It is clear that one may inherit a 
predecessor's basis for property in amount 
without automatically assuming or acquir- 
ing the method used in arriving at that 
basis. Thus, the succeeding taxpayer must 
make the requisite election if it desires to 
continue the Lifo method of calculating 
inventories, the declining balance method 
of depreciation, the right to deduct intangi- 
ble drilling costs, etc. 

A plumbing and heating contractor 
was permitted to report all of his in- 
come on the cash basis despite the fact 
that substantial amounts of earned in- 
come had been deferred out of the then 
taxable year. The Commissioner had 
attempted to confine the cash basis (if 
proper at all) to only the small con- 
tracts. This view was rejected by the 
Tax Court. (William H. White, Sr.; 
Tax Court Memo Decision; 8/31/53) 

In another case, the Commissioner 
unsuccessfully questioned the account- 
ing method of a building contractor 
who reported the gross profit on each 
contract when completed and charged 
off its indirect costs and overhead ex- 
penses in each year as incurred. The 
Commissioner attempted, in effect, to 
allocate these costs and expenses to 
cach job on a pro-rata basis. The court 
rejected the Government’s claim on the 
grounds that the taxpayer’s method of 
accounting “clearly reflected its in- 
come in a manner authorized by the 
Internal Revenue Laws of the United 
States”. (Brown and Root, Inc. v. 
Scofield; U. S. District Court, W. D. 
Texas, Austin Div. ; 4/27/53) 


When Taxable or Deductible 


The timing of tax transactions may 
often have serious implications espe- 
cially in periods of increasing or de- 
creasing rates. The following cases 
treat the question of when income is 
\o be reported and deductions taken for 
lax purposes. 

The retained percentage held back 
by the customer out of construction 
‘ontract estimates, to be paid only 
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upon final acceptance of the entire 
contract, does not accrue until that ac- 
ceptance date, even though applicable 
to completed portions of the contract. 
(Charles F. Dally; 20 TC, No. 126; 
8/7/53; Acq; U. S. v. Allan Harmon; 
10 Cir.; 6/26/53) Thus, on the per- 
centage of completion basis, when a 
job is half completed and is subject to 
a 15% retained percentage provision, 
50% of the costs may be deducted 
against 42.5% of the aggregate billing 
price. This process, of course, reverses 
itself at the close of the job. In a 
period of decreasing rates such as we 
are presumably entering, this may be 
a helpful accounting mechanic for de- 
ferring income. 

In a sale of real property, purchaser 
was given credit for rent received in 
advance by seller. The Court ruled 
that this credit was income to the pur- 
chaser and not a reduction of cost 
basis. (Hyde Park Realty Inc; 20 
TC, No. 6; 4/10/53; under appeal) 
Since the seller would normally have 
been obliged to have reported the same 
prepaid rent as income when originally 
received (Palm Beach Aero Corpora- 
tion; 17 TC, 1169; 1/15/52) it would 
follow that he should treat the same 
credit as a deduction or reduction in 
rent income rather than as a price ad- 
justment. This latter point was not 
covered in the decision. 

Where taxpayer (a membership or- 
ganization) received dues in advance, 
it was taxable thereon in the year of 
receipt even though it was on the ac- 
crual basis. The funds were received 
without restriction as to their use 
and disposition. (Automobile Club of 
Michigan; 20 TC, No. 145; 9/23/53) 

Taxpayer was obligated to carry 
freight for the Government at certain 
rates which were then not fixed. The 
Government was billed at generally 
prevailing rates with the understand- 
ing that when the proper rate was 
determined, the excessive amount billed 
would be refunded. Taxpayer excluded 
from income its estimate of over- 
charges. The Courts sustained tax- 
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that the refunded 


position 
freight charges had not been received 
with a claim of right and, therefore, 


payer’s 


was excludable from income. How- 
ever, it limited this adjustment to the 
exact amount eventually refunded and 
not to taxpayer's estimate. (Bates 
Motor Transport Lines, Inc. v. Com- 
missioner ; 7 Cir.; 12/4/52) 

The “claim of right” and “annual 
accounting period” theories of taxa- 
tion.combined and conspired to undo 
a number of taxpayers during 1953. 
Where a corporate officer received his 
salary without any restrictions or limi- 
tations thereon, he was obliged to re- 
port it as income in the year received 
even though his retention of the in- 
come was contested and _ portions 
thereof were required to be repaid in 
a subsequent year. (Healey v. Com- 
missioner; Commissioner v. Hall C. 
Smith; 73 S. Ct. 671, 953; 4/6/53; 
Ct. D. 1756) The only tax consolation 
arising in such a case is the right to a 
loss deduction in the year of repay- 
ment. It is a matter of legal indiffer- 
ence whether the latter deduction pro- 
duces equivalent or any tax benefit. 

The same finding was made with 
respect to subsequent cancelled divi- 
dends. In two cases such dividends 
were deemed taxable when received 
since they had been received with a 
claim of right and with no strings 
attached. In the first instance the court 
intimated that the repayment would 
give rise to a tax deduction in the 
subsequent year because the corpora- 
tion could enforce repayment since the 
dividend had been improperly paid. 
(Smyth v. Lesoine; 9 Cir.; 3/23/53) 
In the other case the repayment was 
purely voluntary after discovering that 
the tax reasons for paying the dividend 
in the first place were spurious. Here 
the repayment would not be deductible 
but would constitute a voluntary capi- 
tal contribution to the corporation. 
(Estate of Lloyd E. Crellin; 9 Cir.; 
5/6/53) 

Another taxpayer entered into a 
contract with the Government to 
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render services at prices to be nego- 
tiated after deliveries were completed. 
Some deliveries were made in 1945; 
labor, materials and overhead were ac- 
crued in 1945 and entered into the 
calculation of net income for that year ; 
deliveries were completed, prices nego- 
tiated and an agreement reached in 
1946. The Courts approved taxpayer’s 
procedure of accruing the income from 
that contract in the latter year. All of 
the events fixing the Government’s lia- 
bility were deemed not to have oc- 
curred until the negotiations were 
completed and the agreements were 
made. (Globe Corporation; 20 TC, 
No. 37; 5/7/53; Acq.) 

Employees’ accounts were credited 
with bonuses based upon profits after 
the close of the taxable year to which 
they related. The bonuses were claimed 
as deductions in said prior year. They 
were disallowed because of the absence 
of a binding enforceable obligation on 
the part of the employer as at the close 
of the taxable year. There were no 
contracts and no fixed employee policy 
which might be deemed the equivalent 
of a contract. (C. C. Cooke v. Commis- 
sioner; 10 Cir.; 1/3/53) 


Items of Taxable Income 


What does or: does not constitute 
taxable income may be the essence of 
many tax problems. Several interesting 
decisions on this point were released 
during 1953 and are analyzed herein. 

Where a “Christmas Gift” given to 
an employee was labeled as such by his 
employer and was even charged to the 
latter’s surplus rather than expense, it 
was still deemed taxable compensation 
to the employee where based upon 
length of service, value.of services, 
salary, etc. (W. H. Painter v. Camp- 
bell; U. S. District Court, N. D. 
Texas, Dallas Div.; 3/2/53) 

The receipt of an award for punitive 
damages constitutes non-taxable in- 
come. Where the award is not broken 
down into its constituent elements but 
the amount attributable to punitive 
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damages can be reasonably calculated, 
this portion may be segregated and 
omitted from taxable: income. (Wil- 
liam Goldman ‘Theatres; 19 TC 637; 
1/9/53; non-acq.; Obear-Nester Glass 
Company; 20 TC, No. 152; 9/30/53) 
Both of these cases involved anti-trust 
suits and followed Glenshaw Glass Co. 
(18 TC 860; 8/13/52; under appeal ; 
non-acq. ) 

Where, however, the damages re- 
ceived represented payments of “in- 
siders’ profits” under the punitive 
sections of the Securities Exchange 
Act, they represent a “windfall” there- 
by satisfying the legal definition of 
income as “income derived from any 
source whatever”. Such payments 
would be taxable. (Park & Tilford 
Distilleries Corp. v. U. S.; Court of 
Claims; 11/4/52; General American 
Investors Company, Inc.; 19 TC 581; 
12/30/52; under appeal; Noma Elec- 
tric Corporation; Tax Court Memo 
Decision; 1/8/53; under appeal ) 

It should be noted that the Tax 
Court and Commissioner find no con- 
flict in holding the recipient corpora- 
tions taxable on the receipt of the 
aforementioned insiders’ profit while 
denying the payor a deduction for the 
same item as contrary to public policy. 
(W. F. Davis, Jr. v. Commissioner; 
17 TC 549; 9/28/51; under appeal) 

If “insiders’ profits” constitute a 
“windfall” and hence are taxable, 
where is the justification for holding 
the winner of an automobile free of 
tax? It was won in a drawing and the 
only thing done by the taxpayer was to 
attend the dealer’s showroom. The 
Court ruled that here was no gain from 
capital nor from labor. It was deemed 
a gift, although the dealer deducted the 
cost of the car in his advertising ex- 
pense. The Court chose to follow the 
Tax Court’s famous Pot o’ Gold deci- 
sion (P. C. Washburn; 5 TC 1333; 
12/28/45) when it might well have 
considered adhering to the aforemen- 
tioned “windfall” cases. (Bates v. 
Glenn; U. S. District Court, W. D. 
of Kentucky, Louisville; 9/14/53) 
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Capital Gain and Loss Considerations 


Practitioners and taxpayers alike are 
always concerned with the capital gain 
or loss potential of any business trans- 
action. Decisions affecting this issue 
must necessarily always command 
attention. Some 1953 cases on this 
point worthy of comment are as fol- 
lows: 

Again the Tax Court has reiterated 
its belief that amounts received by a 
tenant upon premature surrender of its 
premises may be treated as arising 
from a sale or exchange of a property 
right and therefore may be taxed as a 
capital gain. (McCue Bros. & Drum- 
mond, Inc.; 19 TC 667; 1/21/53) 
The Commissioner has filed a lusty 
non-acquiescence to this decision. The 
Third Circuit has already affirmed the 
Tax Court’s view. (Isidore Golonsky; 
3 Cir.; 11/28/52) but the same issue 
is still pending before the Fifth Cir- 
cuit. (Louis W. Ray; 18 TC 438; 
5/29/52; under appeal; non-acq.) The 
Second Circuit has intimated that it 
may view the Commissioner’s position 
on this matter with sympathy. It ruled 
that the amount received by a licensee 
from the licensor for the surrender of 
its exclusive agency does not come to it 
by way of a sale or exchange; that the 
property right in question is extin- 
guished rather than conveyed; that 
the gain constitutes ordinary income. 
(Commissioner v. Starr Bros. Inc.; 
2 Cir.; 5/29/53) On exactly the same 
day the Tax Court held that the con- 
sideration received for the cancellation 
of an exclusive right to goods pro- 
duced by certain machines was taxable 
as capital gain. (Henrietta B. Goff; 
20 TC No. 75; 5/29/53; under ap- 
peal) The issue is obviously in a state 
of flux and will probably eventually 
require a Supreme Court review to 
resolve. 

That the redemption of a registered 
promissory note issued by a corpora- 
tion and held for more than 6 months 
gives rise to a long-term capital gain 
under Section 117(f) IRC can hardly 
be deemed startling news. This finding 
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was, however, made significant in the 
instant case (Carl Oestreicher; 20 TC, 
No. 3; 4/6/53; Acq.) by the following 
circumstances : 

a. The 
holders. 
b. It was a closely-held corporation. 

c. The corporation maintained no for- 
mal register of its obligations although 
they were transferable only on the cor- 
poration books. 

d. The notes had previously been ex- 
changed for an ordinary bond and mort- 
gage which would not have qualified under 
Section 117(f). 

e. The exchange 
though tax-motivated. 


noteholders were also stock- 


was effective even 

An interesting, if not basic, decision 
involved a sale of stock by a group of 
officer-stockholders. Just prior to the 
sale accrued salaries owing to the sell- 
ing officers were cancelled. The Court 
held that the consideration paid for 
the stock reflected this cancellation. 
Hence, a portion of said consideration 
was deemed attributable to the salaries 
and was, therefore, taxable as ordinary 
income. (/rving R. Lewis; 19 TC 887; 
2/25/53) 

Where a partnership interest was 
sold to the other partners or where 
stock was sold back to the corporation, 
and part of the consideration therefor 
was paid out in the form of compensa- 
tion so that the purchasers could secure 
a tax benefit therefrom, the purported 
salaries were not allowed. (Estate of 
George A. McDevitt; Tax Court 
Memo Decision; 1/30/53; under ap- 
peal; The Patent Button Company V. 
Commissioner; 2 Cir.; 4/7/53) Obvi- 
ously such payments could then be 
treated as proceeds from the sale of 
capital assets by the recipients. 

As a possible basis for withdrawing 
surplus funds from a controlled corpo- 
ration, the facts of the Emma Cramer 
(20 TC, No. 96; 6/29/53; non-acq. ) 
and George J. Staab (20 TC, No. 119; 
7/22/53; Acq.) decisions should be 
reviewed. In the former case, stock- 
holders sold to their wholly-owned cor- 
poration stock of other wholly-owned 
companies. In the latter instance, tax- 
payers sold complete interests in a hus- 
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band and wife partnership to their 
controlled corporation. Both sales were 
held to be at fair market value. Hence, 
the transactions were sales and not 
dividend distributions. In the Staab 
case the Court noted that the assets 
sold to the corporation were related to 
and of use in the corporation’s busi- 
ness. This would apparently raise the 
question as to whether the fair market 
value issue is the sole determining 
factor in this type of situation or 
whether the nature of the property 
must also be considered. 


The settlement of a purchased judg- 
ment claim at a profit gives rise to 
ordinary income and not a capital gain 
since there is no sale or exchange. 
(Galvin Hudson; 20 TC, No. 104; 
6/30/53; under appeal ) 


A sale of a partnership gives rise to 
a capital gain. Where some of the 
underlying assets, however, consist of 
installment obligations, the portion of 
the gain attributable to the unrealized 
profit is taxable as ordinary income. 
(Ed Krist; Tax Court Memo Deci- 
sion; 7/8/53; under appeal) This case 
incidentally affirms that a sale of a 
complete partnership by its partners 
may be deemed a sale of partnership 
interests and not of the assets of the 
business. On the other hand, where a 
conveyance was cast in the form of a 
sale of partnership interests, but it was 
determined that not all of the assets 
were included and that the partners 
were obliged to personally liquidate 
these retained assets, the transaction 
was held a sale of partnership assets 
and not of the interests themselves. 
(Kaiser v. Glenn; U.S. District Court, 
W. D. of Kentucky; 7/18/53; under 
appeal ) 

When does the holding period of a 
building under construction begin? The 
Commissioner contended, in the case of 
M. A. Paul vy. Commissioner; (3 Cir.; 
7/30/53) that it began when com- 
pleted. The Court demurred, saying 
that it believed that it began to run 
as constructed on an allocated basis. 
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Sale of scrap materials left over 
from a construction contract resulted 
in ordinary income. They were the 
salvage from materials which became 
integral parts of the completed jobs. 
Where the scrap materials consisted of 
beams which had been used during 
construction as part of the building 
process, they were deemed depreciable 
assets, and the gain therefrom was 
taxable under Section 117(j) IRC. 
(L. A. Davidson; Tax Court Memo 
Decision ; 9/24/53) 

The purchase of the stock of a cor- 
poration and its subsequent liquidation 
at a loss solely to get rid of an onerous 
contract gives rise to a business ex- 
pense deduction and not a capital loss. 
(Pressed Steel Car Company, Inc.; 
20 TC, No. 24; 4/28/53) 


Net Operating Loss Deduction 


Where a new corporation is created 
as a result of a Section 77B reorgani- 
zation : 

a. It may not deduct its predecessor’s 
loss as a carryforward. (Follansbee Steel 
Corporation v. U. S.; U.S. District Court, 
N. D. Pen.; 1/22/53) 

b. It’s loss may not be carried back and 
deducted against income of its predecessor. 
(Gast St. Louis Brewing Company Vv. 
U. S.; U. S. District Court, E. D. Mis- 
souri; 5/29/53) 

Taxpayer corporation was the sur- 
viving corporation in a_ statutory 
merger involving two other corpora- 
tions. The articles of merger indicated 
that taxpayer not only acquired the 
assets and assumed the liabilities of the 
two merged corporations, but also 
possessed all their “rights, privileges, 
immunities and franchises, as well of 
a public as of a private nature”. These 
articles of merger were certified to be 
in accordance with the law of the state 
of merger. (Illinois) Accordingly tax- 
payer could apply its own loss as a 
carryback against the income of the 
merged corporations and recover the 
refunds resulting therefrom. The Com- 
missioner has appealed this decision. 
(Moldit Inc. v. John T. Jarecki; U.S. 
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District Court, N. D. of Illinois; 
8/11/53) 


Exchanges and Reorganizations 

Quite often taxpayers who select the 
corporate form of business find them- 
selves strait-jacketed within the con- 
fines of that mode of operation. To 
maneuver within these limitations 
often presents a formidable problem. 
Mastery of this problem requires, at 
the very least, a basic up-to-date work- 
ing knowledge of Sections 112, 113 
and 115 dealing primarily with tax- 
free exchanges, reorganizations, bases 
problems and the taxability of cor- 
porate distributions. During the period 
under review, a number of court de- 
cisions were issued on various phases 
of this extensive topic which seem 
worthy of comment and review. 

All of the steps in a plan of reor- 
ganization or exchange must be con- 
sidered in their entirety before a 
determination can be made as to the 
tax status of the transaction in ques- 
tion. Where stockholder A transferred 
assets to a newly-formed corporation 
for all of its stock pursuant to a plan 
whereby it was to re-issue 25% of said 
stock to a third party in exchange for 
cash which was to be paid in part to 
stockholder A and in part to the newly- 
formed corporation, the Court ruled 
that the resultant transaction was not 
tax-free under Section 112(b)(5). 
“Each step in an entire transaction 
cannot be treated separately for in- 
come tax purposes.” Although there 
was an unavoidable delay of seven 
months between the first and second 
phase of the exchange, the plan had to 
be considered as a whole, which re- 
sults in the transferor having less than 
the 80% control required under Sec- 
tion 112(b)(5). (May Broadcasting 
Co. v. U. S.; 8 Cir.; 1/8/53) 

In a later decision the Court decided 
in favor of the taxpayer by determin- 
ing that there was no plan of reorgani- 
zation, that the “steps” were not 
related and that their tax effects could 
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be separately ascertained. Corporation 
A was dissolved presumably to elimi- 
nate a state tax. Nine months later its 
majority stockholder conveyed the cor- 
porate assets plus other assets to 
a newly-formed corporation retaining 
“control” of the latter entity. The 
Commissioner attempted to attribute 
Corporation A’s surplus to the new 
corporation on the basis of a tax-free 
reorganization. The Court demurred 
on the following grounds: 

a, There was no preconceived plan. 

b. The assets were conveyed not by 

Corporation A but by its stockholders. 

It is the writer’s opinion that the sec- 
ond factor alone would not carry 
weight if a plan of reorganization 
could be spelled out. (Charles R. 
Mathis, Jr.; 19 TC 1123; 3/25/53; 
Acq. ) 

Corporation A transferred its assets 
to newly-organized Corporation B for 
all of its then outstanding stock. There- 
after the latter corporation sold addi- 
tional stock to the public so that after 
both transactions Corporation A owned 
only 60% of the stock. The Court 
ruled that the two transfers were not 
mutually interdependent even though 
contemplated from the beginning. The 
“80% control’ test was met after the 
first step; hence, the original transfer 
was tax-free. (Scientific Instrument 
Company; 6 Cir.; 2/19/53) 

The question of “control” after a 
transfer and the point at which it is 
to be calculated was further explored 
in National Bellas Hess, Inc. (20 TC, 
No. 90; 6/23/53; under appeal) Here 
a corporation in receivership trans- 
ferred its assets to a new corporation. 
All of the latter’s stock was issued to 
the receiver, subject, however, to an 
option on the part of its employees to 
purchase said stock. The option was 
exercised. Additional shares of stock 
were subsequently sold, completely 
altering the “control” factor between 
the two corporations. The Court per- 
mitted the successor corporation to use 
its predecessor’s basis on the grounds 
that the initial transfer and issuance of 
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stock to the receiver satisfied the re- 
quirements of a tax-free reorganiza- 
tion. The option and the subsequent 
stock transfers did not affect its find- 
ings. The writer awaits with keen 
interest the Eighth Circuit’s decision 
on this rather questionable decision. 

The Commissioner has attempted to 
invoke the tax-free exchange provi- 
sions of the Code in determining the 
basis of property acquired as a result 
of stock purchases. All too often tax- 
payers cannot directly purchase prop- 
erty which is owned by a corporation. 
They are forced to buy the corporate 
stock instead because of the seller’s 
tax problems. Generally that corpora- 
tion’s basis is lower than the purchase 
price. In order to secure that higher 
basis the corporation is dissolved. 

If the purchaser is a corporation, the 
Commissioner attacks the liquidation 
as tax-free under Section 112(b) (6) 
IRC and attempts to limit the basis of 
the property to that of the predecessor 
corporation. 

If the purchaser is an individual who 
liquidates the existing corporation and 
then transfers the property to a new 
corporation, the Commissioner arrives 
at the same conclusion via the tax-free 
reorganization provisions of the Code. 

In both views the Commissioner has 
been overruled. The transactions were 
held to be, in fact, purchases of prop- 
erty. Substance, not form, must pre- 
vail. Accordingly, the acquiring cor- 
porations were allowed cost as the 
basis of their property. (Texas Bank 
and Trust Co. of Dallas; Tax Court 
Memo Decision; 5/27/53; under ap- 
peal; Esquire Holding Co. et al.; U.S. 
District Court, S. D. Calif., Central 
Div.: 2/4/53) 

Sometimes the Commissioner will 
reverse himself and deny the tax-free 
provisions when it suits his purposes. 
Where Corporation A purchased more 
than 80% of the stock of Corpora- 
tion B at an advantageous price, 
sold its assets and then liquidated the 
latter corporation, the Commissioner 
attempted to deny the applicability of 
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Section 112 (b)(6) on the grounds 
that Corporation A always intended the 
purchase of B’s assets. Here again, the 
Court held for the taxpayer ruling that 
the purchase of the stock and the sub- 
sequent liquidation were separate and 
independent acts. The liquidation was 
deemed tax-free. (Distributors Fi- 
nance Corporation; 20 TC, No. 111; 
6/30/53) As in the National Bellas 
Hess, Inc. case, the writer believes that 
the taxpayer here was most fortunate 
in its results. 

Unfortunately such cases can rarely 
serve as a basis for safely charting a 
definite course of action where similar 
results are desired, that is, without 
securing an advance ruling. Such rul- 
ings are virtually impossible to secure 
in the instances where most needed. 
The cases, however, are of great value 
to those taxpayers who have already 
made the plunge and are either under- 
going or are awaiting examination. 

Which brings us to a decision which 
may rank as one of the most startling 
findings of the year. It is basic tax law 
that a stock dividend of preferred on 
common, there being only one class of 
stock outstanding, is non-taxable. 
However, where such a distribution 
was made pursuant to a preconceived 
and pre-arranged plan to sell the pre- 
ferred stock to an outside party; 
where a binding contract to that effect 
existed prior to the distribution; 
where the preferred stock provided 
for mandatory redemption within 8 
years and voluntary redemption at 
earlier dates, the Tax Court ruled that 
the entire plan had the effect of a dis- 
tribution of earnings and, hence, was 
taxable as ordinary dividend income. 
Taxpayer appealed and, in a surpris- 
ing decision, the Sixth Circuit Court 
ruled that the distribution “was an 
issue of stock in substance as well as 
in form” followed by a separate and 
bona fide sale. The decision was 
based upon the following factors: 

a. Substantial portions of the preferred 
stock remained outstanding in the hands of 
the investing public for a number of years 
after the distribution. 


1954 


b. The corporation exerted no control 
over the new stockholders. 

c. The new stockholders had definite 
enforceable rights with regard to corpo- 
rate operations. 

d. Dividends were paid on the new pre- 
ferred stock in substantial amounts. 

e. The purchaser was an insurance com- 
pany who made a bona fide purchase in the 
ordinary course of its business. 

Redemption features in preferred 
stock issues are common financing pro- 
visions. 

g. Although tax avoidance was a ‘major 
factor, the transaction consists of a “series 
of legal transactions, no one of which is 
fictitious or so lacking in substance as to 
be anything different from what it pur- 
ports to be”. 

h. While taxpayers received money they 
did not receive it from the corporation but 
rather from a third party as proceeds of 
a sale. 

i. There is nothing in any of the Su- 
preme Court decisions on stock dividends 
which suggests that their taxability de- 
pends on the business purpose behind their 
issuance. It was admitted that no good 
corporate business purpose was served by 
the instant distribution. 

j. The change in proportionate stock 
interest resulted from the sale and not 
from the dividend and, hence, is to be dis- 
regarded in determining the taxabiilty of 
the distribution. 


To many practitioners this decision 
came as a rude surprise. It seemed 
inconceivable that the plain intent of 
the entire transaction could be disre- 
garded; that a decision could be 
reached without serious consideration 
of the Supreme Court decisions in 
Adams and Bazeley wherein it was 
held that a perfectly conceived and 
executed recapitalization, which had 
the practical effect of a distribution of 
earnings, would be taxed as a dividend 
and not as a tax-free reorganization. 
The extent to which this particular de- 
cision can be relied upon to guide a 
course of tax action remains yet to be 
seen. (C. P. Chamberlin; 6 Cir.; 
10/15/53) 


Dividend Distributions 


The question of dividend distribu- 
tions was explored from many aspects 
during 1953. The following are some 
of the conclusions reached. 
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a. Where a subsidiary overpaid its 
parent for its share of the tax on a 
consolidated return, the excess pay- 
ment constituted a taxable dividend. 
(Beneficial Corporation v. Commis- 
sioner ; 3 Cir.; 3/3/53) 

b. The Circuit Court upheld the 
Tax Court in taxing a stockholder with 
dividend income when he contracted to 
purchase a retiring stockholder’s inter- 
est and then assigned the contract to 
his corporation. There could be little 
doubt that no dividend would have 
been involved if the corporation had 
initiated and completed the stock pur- 
chase. (Frank P. Holloway; 6 Cir.; 
4/15/53) 

c. Taxpayer owned 75% of the 
stock of a corporation; his brother 
owned the remaining 25% interest. 
The latter died and bequeathed the 
stock to the taxpayer. A short time 
after the transfer of said inherited 
interest, taxpayer caused it to be re- 
deemed by the corporation. The Tax 
Court had rejected the Commissioner’s 
claim that this redemption constituted 
a Section 115(g) dividend. This view 
was overruled by the Fourth Circuit 
who found that taxpayer had acquired 
proper title to the inherited stock at 
the time of redemption. Thus, it was 
not the estate’s interest that was being 
completely redeemed but rather it was 
taxpayer’s stock that was being par- 
tially redeemed. Under the strict facts 
of this particular case, it does not 
appear entirely certain that the problem 
would have been avoided if the cor- 
poration had purchased the stock from 
the estate and the estate had then dis- 
tributed the cash to the taxpayer. There 
can be no question, however, that it 
would have been much the better pro- 
gram as evidenced by the Tax Court 
decision. (Commissioner v. John T. 
Roberts; 4 Cir.; 4/7/53) 

d. In 1949 a corporation advanced 
funds to the principal stockholder of 
a family corporation for personal pur- 
poses. The loans remained outstanding 
until 1951 when a revenue agent 
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sidered a taxable dividend. The ad- 
vances were clearly treated as such on 
the corporate books and taxpayer fully 
intended to repay them. The Court 
ruled that no dividend had been dis- 
tributed. (Louis Courtemanche, Jr. v 
Earle; U.S. District Court of Oregon; 
2/19/53) 

e. The same issue was explored in 
two other cases wherein the Court 
ruled that the Commissioner was being 
arbitrary in his position that certain 
loans were, in fact, dividends. It was 
noted that the debt status was cor- 
rectly and consistently shown on state- 
ments issued by the respective corpora- 
tions and stockholders. Most impor- 
tant, it was shown that from time to 
time, each of the corporations had been 
indebted to the stockholder in ques- 
tion. In both instances no notes were 
issued nor was any interest paid on 
the indebtedness. (Frank W. Sharp; 
Tax Court Memo Decision; 7/20/53; 
H. C. Thorman; Tax Court Memo 
Decision; 8/27/53) 

f. For years the Commisisoner has 
unsuccessfully attempted to tax to a 
corporation the unrealized gain upon 
the distribution as a dividend of prop- 
erty which has appreciated in value. 
During 1953 he attempted a new ap- 
proach by merely attempting to add 
such unrealized appreciation in value 
to the corporation’s accumulated earn- 
ings for purposes of determining the 
taxability of the dividend to the re- 
cipient. Thus far he has been defeated 
in these efforts although both cases are 
under appeal. (Estate of Ida S. God- 
ley; 19 TC 1082; 3/19/53; Fannie 
Hirshon Trust; Tax Court Memo De- 
cision; 4/3/53) 


Section 102 Surtax 


Of eleven decisions reviewed by the 
writer on the foregoing subject, six 
were decided in favor of the taxpayer. 
In the other five cases the surtax on 
improper accumulation of surplus was 
imposed. Unfortunately, the cases 
yield very little in the way of establish- 
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ing clear measurable indicia of deter- 
mining vulnerability to this penalty tax. 
Certain observations therefrom may be 
of value: 

a. Where corporate funds were used to 
satisfy the needs of affiliated corporations 
which were, however, not subsidiaries, they 
were deemed excessively accumulated. It 
did not matter that the other entities were 
in the same field. It was admitted by the 
Court that if all of the ventures were 
in One corporation, there would have been 
no problem. Since the stockholders had, 
however, chosen to operate on a multi- 
corporate basis they must be. judged from 
the point of view of “what they did in this 
respect rather than by what they might 
have done”. (Latchis Theatres of Keene, 
Inc.; 19 TC 1054; 3/11/53; under appeal) 

b. Indefinite future needs for more 
space or for a new site, unaccompanied by 
any present action thereon or without even 
an expansion plan under consideration, 
could not prevent the surtax. (Glenside, 
Inc.; Tax Court Memo Decision; 8/31/53) 
Where an expansion program could not be 
implemented for reasons beyond taxpayer’s 
control, the Section 102 surtax was not 
imposed. (Thomas S. Lee Enterprises, 
Inc.; Tax Court Memo Decision; 6/20/53) 

c. Loans te stockholders, investments in 
extraneous securities or huge amounts of 
cash are, of course, fatal from a Section 
102 point of view. (Hut Neckwear Com- 
pany; 2 Cir.; 6/23/53; Jacob Sincoff, Inc.; 
20 TC, No. "35; 4/30/53) 

d. Where the hazardous nature of the 
business (fruit-packing) could be estab- 
lished by clear evidence, this would 
strongly influence the Court in determin- 
ing whether an improper surplus accumu- 
lation existed. (John S. Barnes, Inc.; 
U. S. District Court, S. D. of Florida, 
Tampa Div.; 7/2/53) This factor would 
have to be established by facts and figures 
relating either to taxpayer’s experience or 
that of its industry before it would be 
considered. General statéments or theories 
on the subject would be _ inadequate. 
(United Iron and Metal Company; 3 Cir.; 
6/29/53) 


The Section 102 surtax is imposed 
upon a_corporation’s “undistributed 
Section 102 net income” which is ar- 
rived at by applying various adjust- 
ments to its net income including a 
deduction of the Federal income, war- 
profits and excess profits taxes paid 
or accrued during the taxable year. 
(Regulation 118; Sec. 39.102-4(a)) 
As in the case of the personal holding 
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company surtax, the Court has ruled 
that a cash basis corporate taxpayer 
may deduct the unpaid taxes “accrued” 
on the current year’s net income for 
Section 102 purposes. (Harry M. 
Stevens, a v. Johnson; U. S. Dis- 
trict Court, S. D. of N. Y.; 9/21/53) 


Legal Fees 


Generally speaking, the deductibility 
of legal fees depends entirely upon the 
specific nature of the services rendered. 
This matter was explored at great 
length during 1953. 

Taxpayer corporation made a sub- 
stantial distribution to its stockholders 
of surplus assets arising from a sale 
of real property and a discontinuance 
of that part of its business. This par- 
tial liquidating distribution was accom- 
panied by changes in the capital struc- 
ture as required by state law. In 
exchange for the assets distributed, the 
stockholders surrendered 44% of the 
outstanding stock which was then can- 
celled. A question was subsequently 
raised as to the deductibility of the 
legal fees paid in connection with this 
entire transaction. 

The Tax Court ruled that the trans- 
action consisted of two distinct aspects, 
a recapitalization and a partial liquida- 
tion. Fees in connection with the for- 
mer are considered capital expendi- 
tures; fees relating to the latter would 
be deemed deductible. Although no 
basis for allocation was reflected either 
in the bill rendered or apparently in 
the testimony offered, the Court arbi- 
trarily, and ‘relying somewhat on the 
Cohan doctrine, held that the fee could 
be apportioned equally between the two 
aspects of the transaction with the 
indicated results. 

On appeal, the higher Court de- 
murred. Without passing on the dis- 
puted issue as to whether expenses in 
connection with partial liquidations are 
ever deductible, it held here that said 
distribution was only incidental to the 
prime transaction, namely, the reorgan- 
ization of the corporate stock structure 
so that the corporation could continue 
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its existence. The result must be 
deemed a corporate reorganization. 
Since all of the attorney’s services 
were bent in that direction, the fees 
must be deemed expenses incurred in 
connection with a reorganization and, 
hence, not deductible. “For income tax 
purposes the entire proceeding must 
be viewed as a single transaction.” 
From the logic of the decision it would 
appear that even had the attorney 
rendered separate bills based upon the 
aforementioned split-up of the transac- 
tion, the result would have been the 
same. (Mills Estate Inc. v. Commis- 
sioner; 2 Cir.; 8/5/53) 

Another case dealt with the cost of 
an action to defend the validity of 
patent ownership by the taxpayer. In 
his counterclaim taxpayer requested 
an accounting for damages resulting 
from lost profits. Taxpayer sought to 
allocate a portion of his legal fee to 
the latter issue thereby securing a par- 
tial deduction of said fee as an ordi- 
nary and necessary business expense. 
The Tax Court rejected this view. The 
claim for income was only incidental 
to the prime issue, the defense of title 
in property. The legal fees were there- 
fore capital in nature. (George Gor- 
don Urguhart; 20 TC, No. 133; 
9/9/53; under appeal) 

Where, however, services are ren- 
dered on two separate issues, even 
though related, if legal fees are allo- 
cated by the taxpayer, then a portion 
thereof may be deducted even though 
the principal portion is. capitalized. 
Taxpayer was primarily concerned 
with exchanging his non-marketable 
preferred stock for marketable stock 
of another corporation. He also sought 
advice as to his rights and legal status 
as a preferred stockholder. Expenses 
in connection with the former transac- 
tion were capital in nature. Expenses 
attributable to the latter issue would be 
deductible. Taxpayer did not get the 
deduction, however, because of his fail- 
ure to allocate. Practitioners are urged 
to insist that their clients secure sep- 
arate bills under such circumstances, 
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thereby avoiding this dilemma. (Ray- 
mond K. Dykema; Tax Court Memo 
Decision; 4/28/53; under appeal) 

Taxpayer was obliged to defend 
against an action attacking its title in 
stock and also claiming an accounting 
for dividends thereon while held by 
taxpayer. Legal fees in connection 
with this suit were deemed capital in 
their entirety because the defense of 
title was the principal issue. The claim 
for income was only ancillary to the 
main point of the case. (Midco Oil 
Corporation ; 20 TC, No. 79; 6/10/53) 
A similar view was later maintained 
when a taxpayer’s ownership of cer- 
tain securities and salaries was ques- 
tioned by his deceased wife’s executor 
because of the community property 
laws. Although the suit threatened 
income, it was primarily involved with 
the defense of title and, hence, legal 
fees were deemed capitalizable in their 
full amount. (E£. S. Shipp; Tax Court 
Memo Decision; 6/15/53; under ap- 
peal) There were five dissents in the 
former case so that additional litiga- 
tion on this point is inevitable. 

It should be noted in connection 
with proof of title cases, that even 
where it is maintained that the claims 
against taxpayer were void and with- 
out merit, any payments made as a 
result thereof, whether they be legal 
fees or nuisance settlements, would not 
be deductible. This view can make for 
substantial hardship but seems well 
settled in the law. (Lester Brand ; Tax 
Court Memo Decision; 1/30/53; under 
appeal ) 

A seemingly contrasting view to the 
foregoing was taken in one case where 
a widow asserted independent owner- 
ship of certain property presumably 
owned by her deceased husband and 
included in his estate. Legal fees in- 
curred in her successful suit were 
considered Section 23(a)(2) deduc- 
tions. The Court held that said litiga- 
tion was not to obtain or defend title 
but rather to conserve income-produc- 
ing property. (Allen v. Emma P. 
Selig; 5 Cir.; 12/17/52) This is a 
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view which the writer considers logi- 
cal and equitable but which seems 
somewhat at odds with considerable 
Court history on the matter. 
Taxpayers have not always been un- 
successful in apportioning their legal 
fees thereby securing partial deduc- 
tions. Where a taxpayer engaged at- 
torneys to press her claim as to the 
community property status of certain 
securities presumably owned by her 
ex-spouse and the suit was settled by: 
a. an admission by the husband that 
taxpayer owned half of said stock, 


b. sale of said stock. and remission of 
one half of the proceeds to her, 


the Court of Appeals held that a por- 
tion of the resultant legal fee was capi- 
tal in nature and added same to the 
cost of the stock in arriving at tax- 
payer’s capital gain. The balance of 
the fee was deemed attributable to the 
production and collection of income 
(albeit capital gain) and, hence, was 
deductible under Section 23(a) (2) 
IRC. (Commissioner v. Agnes Pyne 
Coke; 5 Cir.; 1/19/53) The appor- 
tionment was arbitrary, based upon the 
relative cost of the stock and the sales 
proceeds and was made by the Court. 


Legal fees attributable to zoning 
matters on real estate were deemed 
capitalizable but the portion thereof 
incurred in leasing the property was 
deductible although over the life of the 
lease. (Arthur T. Galt; 19 TC 892; 
2/27/53; under appeal) 

It would appear difficult to establish 
any clear pattern with regard to the 
right to apportion legal fees to the 
various phases of the services ren- 
dered in order to determine deducti- 
bility. Certain conclusions, however, 
seem fairly evident and secure: 

a. Wherever possible the books should 
reflect the breakdown. 


b. Separate bills rendered by the at- 
torneys are more desirable than an arbi- 
trary apportionment by the taxpayer. 

c. Where the services are mutually in- 
dependent and especially where they serve 
varying purposes, apportionment will be 
permitted. 
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d. Where there is a primary purpose 
served by the services, it may determine 
the tax status of the entire fee even 
though there may exist auxiliary or corol- 
lary purposes of a different nature having 
opposite tax effects. 


Miscellaneous Deductions 


Although the regulations relative to 
Section 23(a)(2) IRC indicate that 
non-business expenses are deductible 
even though applicable to future in- 
come, the Courts have held in several 
instances during the year, that legal 
and other expenses (travel, entertain- 
ing, etc.) incurred in seeking or be- 
ginning a business are not deductible: 

a. Individuals investigated business prop- 

erties for investment and operation. Ex- 

penses in connection therewith were not 
non-business expenses; did not qualify 

as business losses under Section 23(e) 

IRC; such activities did not constitute a 

trade or business. (Morton Frank; 20 TC, 

No. 70; 5/29/53) 


b. Where such expenses were incurred 
prior to incorporation, they were not de- 
ductible since taxpayer was not engaged in 
a trade or business and the expenditures 
were on behalf of the corporation rather 
than of the taxpayer. (Dwight A. Ward; 
20 TC, No. 42; 5/15/53; under appeal) 


It would be interesting to conjecture 
whether the corporation, in the latter 
case, would be entitled to a deduction if 
it reimbursed Ward for his expenses. 

The Court of Claims ruled that 
Federal stock transfer stamps paid by 
a trader in securities were deductible 
as ordinary and necessary business 
expenses. The Government based its 
contrary view on J:T. 3806 issued in 
1946 which held such expenses to be 
sales adjustments. Until the Revenue 
Act of 1943 they had been deductible 
as taxes. After that statutory amend- 
ment they could be deducted only if 
they constituted business expenses. 
Until 7.7. 3806 the Bureau so held. 
The Court ruled that the Treasury De- 
partment’s original view was natural 
and logical “and that they were with- 
out power to make law by issuing an 
I.T. which constitutes merely an in- 
struction to the staff of the Internal 
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Revenue Service”. (Walter Hirshon 
We UO. oO." U. S&S: Court-of Claims: 
7/13/53) 


Capital Expenditures, 
Depreciation, etc. 


The continuous battle between tax- 
payers and the Treasury Department 
as to whether an expenditure may be 
deducted immediately, over a period of 
time or not at all, continued unabatedly 
during 1953. A study of the cases 
related to this subject reveals many 
points of general interest and appli- 
cation. 

In a somewhat questionable decision 
the Court ruled that a demolition loss 
was fully deductible because the plan 
to do so was evolved after the original 
purchase of the property. (Dunham 
Realty Corporation v. Bowers; U. S. 
District Court, E.D. South Carolina, 
Charleston Div.; 1/27/53) It did not 
matter that the demolition was per- 
formed in order to permit the erection 
of a new building. This latter holding 
seems to be in conflict with a consider- 
able number of cases including a spe- 
cific Government ruling, J.7. 1911 
(C. B. June 1924 p. 147). 

Where a taxpayer purchased a prop- 
erty with intent to demolish, was de- 
layed by outside circumstances from 
proceeding with its plan and instead 
rented said property, the cost of the 
entire property was deemed attrib- 
utable to the land and, hence, no depre- 
ciation was allowed. (Lynchburg Na- 
tional Bank and Trust Co.; 20 TC, No. 
94; 6/25/53) Again the writer is 
constrained to disagree with the de- 
cision. The rent was received from the 
building on the property. Part of the 
cost should have been attributed to 
that building and depreciation allowed 
thereon. When the building was even- 
tually demolished, then the depreciated 
cost of the old building at that time 
should have been added to the cost of 
the land. Such a treatment would have 
produced an equitable result and would 
have still been consistent with the 
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provisions of Regulation 118, Sec. 
39.23 (e) (2). 

Revenue agents are inclined to con- 
sider any repair or alteration a capital 
expenditure if the amount expended 
thereon is relatively material, notwith- 
standing the nature of the item. That 
this approach is not always proper may 
be gathered from the following: 

a. Adding an application of liquid as- 
bestos roofing was deemed deductible be- 


cause it did not prolong the lives of the 
various roofs but simply maintained them 


in normal operating condition. (J. G. 
Stoller; Tax Court Memo Decision; 
9/18/53) 

b. The planting of trees to prevent 


erosion was considered a capital expendi- 
ture, but where a farm under cultivation 
for a number of years terraced the prop- 
erty to accomplish the same result it was 
allowed to deduct this latter cost. The 
terraces were made by pushing the earth 
into ridges following the natural contours 
of the land. It was maintained that this 
expense added nothing new to the prop- 
erty, did not change its use, but 7 
maintained its normal efficiency. CS. 
Stoller, supra; J. H. Collingwood; 20 Te 
No. 132; 9/4/53) 

c. A coal mine’s expenditures for equip- 
ment necessitated by the thinning of the 
coal seam or the shortage of manpower 
represent capital expenditures. However, 
where mine cars were purchased because 
of the receding of the working faces of 
the mine necessitating longer hauls, the 
expenditure was deemed fully deductible 
as an ordinary and necessary business 
expense. (Ct. D. 1753; 1953-1; Commis- 
sioner v. H. E. Harmon Coal Corp.; 4 
Cir.; 9/17/52) 

d. A railroad was permitted to deduct 
the cost of driving poles in a road bed to 
prevent wash-outs because it served only 
to maintain the track in a safe and eco- 
nomical operating condition. The decision 
was not affected by the amount of the 
expenditure or by the fact that its bene- 
ficial effects would last for at least 15 


years. (Kansas City oo? Railway 
Company et al. v. . S. Court of 
Claims; 6/2/53) 


Many taxpayers calculate their de- 
preciation without giving effect to 
salvage value. Legal basis for this 
apparently incorrect position may be 
gathered from the L. A. Davidson 
case. (Tax Court Memo Decision; 
9/24/53) Where the nature of the 
asset is such that it can be disposed of 
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Significant Government Rulings and Court Decisions of 1953 


only as junk and its salvage value can- 
not be reasonably estimated, its full 
depreciation is permissible. Where, 
however, as in the case of cars and 
trucks, there is a regular pattern of 
disposals and a regular market for the 
used vehicles, then salvage value must 
be considered. 

The taxpayer’s records indicated a 
5-year average life for its trade cata- 
logues. The cost thereof was therefore 
not fully deductible in the year of 
printing but was amortizable over its 
useful life. (E. H. Sheldon and Com- 
pany; 19 TC 481; 12/18/52; under 
appeal ) 

Despite a legal life of 17 years, tax- 
payer was permitted a 3-year amorti- 
zation on patents, where he was able 
to establish that their usefulness and 
value did not extend beyond that 
period. (George H. Wolfe et al.; Tax 
Court Memo Decision; 5/15/53) 

A corporate taxpayer voluntarily 
paid off creditors of a bankrupt prede- 


cessor corporation in order that it 
might be granted credit recognition by 
two publishers’ associations. This rec- 
ognition would materially improve its 
credit and income position. The Court 
ruled that such payments were not 
deductible as ordinary and necessary 
business expenses. (Carl Reimers Co., 
Inc.; 19 TC 1235; 3/31/53; under 
appeal ) 

The taxpayer was obliged to pay a 
percentage of its revenue as purchase 
price for its franchise. These pay- 
ments were deemed part of the cost of 
acquiring the franchise and, hence, 
were capital expenditures. (Vermont 
Transit Co., Ine.; 19 TC 1040: 
3/10/53; under appeal) Presumably 
if these payments continued for the 
life of the franchise and said life was 
of a definite and limited duration, the 
payments might still be deductible as 
amortization of the franchise cost, fol- 
lowing Associated Patentees Inc. (4 
TC 979; Acq. C. B. 1946-1, p. 1) 
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Alternatives Currently Available to 
Corporations in Computing 


Federal Income Taxes 
By Frank M. Bupik, C.P.A. 


F° Federal income tax purposes, a 
determination of net income must 
be made by every taxpayer for each 
taxable year. Net income is defined in 
the Internal Revenue Code to mean 
gross income less allowable deductions. 
While the Code specifies when gross 
income and allowable deductions are 
to be reported and how taxes are to be 
computed and when paid, it also pro- 
vides for alternative methods of com- 
putation of income and taxes, some 
of which are of general application and 
some of which apply in particular in- 
dustries or situations. Every tax prac- 
titioner and every other person charged 


with the responsibility of preparing 


returns should be familiar with the 
alternatives that are available in ac- 
cordance with the Internal Revenue 
Code and the Regulations issued by the 
Treasury Department. Besides know- 
ing the effects of making an election, 
it is extremely important to know the 
manner and time for exercising each 
election. Failure to follow the rules 
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prescribed by law and regulations may 
be very costly to the taxpayer. 

This discussion is limited to elections 
available to corporate taxpayers and, 
in view of the expiration of the excess 
profits tax, will not include the elec- 
tions pertaining to computation of ex- 
cess profits credit or excess profits 
taxes. It should be noted that many 
but not all of the elections that will be 
enumerated are available to taxpayers 
other than corporations. 

Elections may be grouped into four 
broad categories as follows: 

(1) Those which have the effect of 
shifting gross income and deductions 
from one year to another. 

(2) Those which have the effect of 
either reporting items of gross income 
and deductions or applying them to 
capital assets or fixed asset accounts. 

(3) Those which reduce the tax for 
the year without affecting the tax for 
any other year. 

(4) Payment of taxes. 


Shifting of Net Income 

Between Taxable Years 

In filing its first income tax return, 
a corporation has a number of alterna- 
tives available, among which are the 
following : 

Selection of fiscal year: The first 
taxable year of a corporation may end 
on the last day of any calendar month. 
Once an accounting period has been 
selected, it can be changed by obtaining 
prior permission from the Commis- 
sioner. Prior permission is not re- 
quired in two situations: (a) where 
(1) no change in the accounting 
period has been made within five 
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calendar years; (2) the short year ends 
within three months or after the eighth 
month following the previous full 
year; and (3) the net income for the 
short year, when annualized, equals at 
least 80% of the net income for the 
full preceding year; and, (b) where a 
subsidiary joins in the filing of a con- 
solidated return, it must change its 
year to that of the parent if parent 
and subsidiary have different taxable 
years. 

Selection of accounting method: On 
the first return a taxpayer may elect 
to use the accrual or cash receipts and 
disbursements method of accounting, 
except in cases where inventories are 
an income-producing factor, the ac- 
crual method must be used in regard 
to purchases and sales. 

As to inventories, taxpayers other 
than dealers in securities and farmers 
may value inventories in the first re- 
turn one of three ways: 

Cost 
Cost or market, whichever is lower 
Lifo. 


A change from one method to an- 
other cannot be made without the prior 
permission of the Commissioner, ex- 
cept that the Lifo method may be 
adopted where one of the other two 
methods was previously used. To 
adopt Lifo, a taxpayer is required to 
execute Form 970 with the return for 


the year when the change is made. On , 


Form 970 the taxpayer also elects the 
method of pricing annual increases to 
inventory on Lifo. 

If there has been an involuntary 
liquidation of Lifo inventory in any 
taxable year ending after June 30, 
1950, and before January 1, 1954, the 
taxpayer may elect to treat the differ- 
ence between the cost of the goods 
liquidated and the cost of replacement 
as an item of deduction or income, as 
the case may be, for the vear of liqui- 
dation, provided the replacement is 
made in a taxable year ending prior 
to January 1, 1956. The election to 
replace liquidations may be made by a 
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statement in the return for the year of 
liquidation or by notification to the 
Commissioner within six months after 
filing of the return. 


On the first return in which bad 
debts are to be claimed, a taxpayer may 
elect one of two ways of deducting bad 
debt losses: (a) on additions to the 
reserve for bad debts; or (b) debts 
becoming worthless in whole or in part 
during the year. 

Charitable contributions are deduc- 
tible up to 5% of net income provided 
payment is made during the year. 
There is an exception to this rule for 
corporations on the accrual basis of ac- 
counting. These corporations may de- 
duct, for the year, payments made on 
or before the 15th day of the third 
month following the close of the year. 
To do this, the board of directors must 
authorize the donation in the year of 
accrual. Copy of the resolution and a 
statement regarding the deduction 
should be attached to the tax return. 


Income from long-term contracts 
(that is, building, installation or con- 
struction contracts covering a period 
of more than one year) may be re- 
ported on the basis of percentage of 
completion or in the year when the 
contract is finally completed. The tax- 
payer must make a choice in the return 
for the first year in which such income 
is earned. 

A choice is also available to a vendor 
who regularly sells personal property 
on the installment plan. Income on in- 
stallment sales may be reported on the 
cash or accrual basis, or by including 
in gross income that proportion of the 
installment payment received in the 
year which the total gross profit bears 
to the total sales price. 

A casual sale of personal property 
(exclusive of inventory) for a price 
exceeding $1,000, and a sale of real 
property, may also be reported on the 
installment method, if in either case 
the initial payments do not exceed 


‘30% of the selling price. This election 


may be made as to each sale and is 
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exercised by merely reporting as gross 
income the profit on the installment 
method. 

Taxpayers on the cash basis of ac- 
counting may, in any year, accrue as 
income the stated increase in the re- 
demption value of non-interest-bearing 
obligations issued at a discount and 
payable at a fixed maturity date ex- 
ceeding one year from date of issue. 
Any increase for a year prior to the 
election is taxable in the year the elec- 
tion is made. Once the election is 
made, the accrual method must be used 
in each subsequent year until permis- 
sion to change is obtained from the 
Commissioner. 

A recipient of a loan from the Com- 
modity Credit Corporation may report 
such loan as gross income when re- 
ceived, or may report it in the year 
when the commodity pledged for the 
loan is sold. If the loan is reported 
when received, any additional amount 
received by the taxpayer on sale in a 
subsequent year is includible in income 
for the later year. There is, of course, 
no loss if the ultimate sales price is less 
than the loan and the taxpayer is not 
obligated to make. good the deficiency. 
Whatever method is elected must be 
used in future years unless prior per- 
mission to change is obtained from 
the Commissioner. 

Income earned in a foreign currency 
which cannot be converted to United 
States dollars because of exchange re- 
strictions, may be deferred until such 
time as it is convertible. If such in- 
come is deferred, the taxpayer might 
also have to defer deduction for ex- 
penditures incurred in dollars. The 
Commissioner’s rules are set forth in 
Mimeograph 6475, as amended. Cor- 
porations electing to defer under the 
mimeograph must file a separate Form 
1120, showing the items of income and 
deduction that are excluded from the 
computation of net income. 


Income and Deductions Affecting 
Capital or Fixed Asset Accounts 


When a corporation discharges an 
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indebtedness, evidenced by a security, 
for less than face amount, the income 
attributable to the discharge may be 
excluded from gross income provided 
the corporation agrees, by the signing 
of Form 982, to have such income 
applied as a reduction of basis of prop- 
erty. In such cases, any unamortized 
premium or unamortized discount as 
of the beginning of the year shall be 
applied against the income on the dis- 
charge. The election should be made 
by filing Form 982 withthe return. 
On showing of reasonable cause, how- 
ever, the election may be made with 
an amended return or claim for refund 
on Form 843. Separate election must 
be made in each year for each in- 
debtedness where the income on dis- 
charge is to be excluded from gross 
income. 

Taxpayers having unimproved or 
unproductive real property may capi- 
talize certain expenditures incurred 
(which ordinarily are deductible) in 
connection with the carrying of such 
property or in connection with develop- 
ing or improving it. These expendi- 
tures are taxes, interest and other 
carrying charges. Election to capitalize 
can be made for any year by a state- 
ment in the return specifying the 
property or project involved. If an 
election has been made, the taxpayer 
must continue in the future to capi- 
talize such expenditures for the prop- 
erty or project specified in the election. 

Publishers of newspapers, maga- 
zines or periodicals may deduct ex- 
penditures made for the purpose of 
increasing circulation, or capitalize 
such portion as is chargeable to capital 
under approved methods of accounting. 
The election to capitalize is made by a 
statement in the return, and is binding 
for subsequent years. 

Operators of oil and gas properties 
have the option of deducting or 
capitalizing expenditures for intangible 
drilling cost. The election must be 
made in the return for the first year 
when such expenditures are made and 
is binding thereafter. If intangibles 
are capitalized, the costs are recover- 
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able through depletion allowance; ex- 
cept in the event of a dry hole, the 
operator has the option to deduct the 
cost of the well at the time it is deter- 
mined to be unproductive. . 

Prospectors of ore or other mineral 
deposits (except oil and gas) may de- 
duct expenditures up to $75,000 made 
for the purpose of exploring such de- 
posits, or defer the deduction in whole 
or in part. The portion deferred shall 
be deducted on a ratable basis, as the 
units of ore or mineral discovered are 
sold. This is an annual election and 
may be made within six months after 
filing the return, by notifying the Com- 
missioner. 

After the existence of ore or other 
natural deposit in commercially mar- 
ketable quantities has been disclosed, 
expenditures made for the development 
may be deducted or capitalized. The 
election to capitalize and the manner 
of amortizing capitalized costs are the 
same as in the case of exploration 
costs. 

Taxpayers who have acquired facili- 
ties certified as necessary in the inter- 
est of national defense, may amortize, 
over a 60-month period, that portion of 
the cost incurred after December 31, 
1949, which has been certified as 
attributable to defense purposes. The 
amortization period may begin with 
the month following the month of 
acquisition, or the year following the 
year of acquisition. [lection to amor- 
tize must be made by a statement filed 
with the return for the year amortiza- 
tion is to begin. Amortization may be 
discontinued at the end of any month 
by notifying the Commissioner by 
letter filed before the beginning of the 
month of discontinuance. These elec- 
tions may be made for each facility. 
Once amortization is discontinued, the 
facility cannot again be amortized, and 
the adjusted basis can be recovered 
only through depreciation. There is 
one exception to the rules pertaining to 
amortization. Where a taxpayer re- 
ceived a payment from the United 
States for unamortized cost of a 
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facility and such payment is includible 
in gross income, the taxpayer may 
elect to deduct as amortization an 
amount equal to the payment but not 
more than the adjusted basis of the 
facility. To exercise this option, the 
taxpayer merely takes the deductior. 

Growers of grain or operators of 
public warehouses may amortize, over 
60 months, 100% of the cost of grain 
storage facilities constructed during the 
calendar years 1953-1955 (inclusive). 
No prior certification of the facility is 
required. The amortization period may 
begin with the month following the 
month the facility was completed, or 
with the succeeding taxable year, and 
may be discontinued at the end of any 
month. Election to amortize and to 
discontinue amortization is made in the 
same manner as in the case of emer- 
gency facilities. A subsequent owner 
of a grain storage facility who acquired 
it from a taxpayer, may continue 
amortization if the previous owner had 
elected and not discontinued the 60- 
month write-off. In the case of the 
subsequent owner, the amount subject 
to amortization is the lower of the cost 
to him or the adjusted basis to the 
previous owner. 

Gain on involuntary conversion of 
property into money is includible in 
gross income. If the taxpayer acquires 
other property similar or related in use 
to the property converted, the gain 
recognized for tax purposes at the 
option of the taxpayer is limited to the 
excess of the proceeds over the cost of 
the other property acquired. Any gain 
which, under this election, is excluded 
from gross income, is applied against 
the cost of the new property acquired. 
Taxpayers making this election have 
one year in which to replace, and may, 
on application to the District Director 
of Internal Revenue, obtain an exten- 
sion of time for replacement. The 
election also applies where a taxpayer 
acquires a controlling interest in stock 
of a corporation owning property 
similar or related in use to the prop- 
erty converted. 
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Gain on involuntary conversion re- 
sulting from orders of the Federal 
Communications Commission may be 
excluded in full from gross income, 
even though all of the proceeds are not 
expended on the acquisition of other 
property. 

A corporation may elect to amortize 
premium paid on the acquisition of 
fully-taxable bonds. Such election is 
made by claiming a deduction for pre- 
mium in the first return for which the 
election is to be applicable. The return 
should set forth the computation of the 
deduction. The election is binding for 
subsequent years as to all bonds on 
which election was made. 

The Internal Revenue Service holds 
that, in a complete liquidation under 
Section 112(b) (6) of the Code, assets 
distributed to the parent by a subsidi- 
ary which is indebted to the parent 
must first be applied, at their fair mar- 
ket value, against the indebtedness, 
and if appreciated assets are so ap- 
plied the subsidiary realizes taxable 
gain to the extent of the appreciation. 
According to a recent Revenue Ruling 
(No. 259) the Service will not treat 
such gain as taxable, if the parent exe- 
cutes a closing agreement stating that 
the basis of the assets acquired in 
liquidation will be the same in the 
hands of the parent as it was in the 
hands of the subsidiary. 


Relief Measures 

Where the amount of depreciation 
claimed and allowed in a loss year be- 
fore January 1, 1952, was excessive 
(that is, the allowed depreciation was 
greater than the allowable) and no tax 
benefit resulted therefrom, a taxpayer 
may recompute the adjusted basis of 
depreciable property for the excessive 
depreciation allowed. To get the bene- 
fit which such a recomputation may 
produce, the taxpayer must file a let- 
ter of election with the District Di- 
rector of Internal Revenue on or be- 
for December 31, 1954. 

Taxpayers who own timber or who 
have a contract right to cut timber 
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may, at their election, report as capital 
gain the excess of the market value 
over the adjusted basis of the timber 
cut (provided the timber or the right 
to,cut has been held by the taxpayer 
for a period of more than six months 
prior to the beginning of the year). 
Such election may be made beginning 
with any year in the return for the 
year, and is binding thereafter. 

Tax on recoveries of war losses may 
be limited to the prior tax benefits 
received when the losses were claimed. 
As to recoveries made in taxable years 
ending September 30, 1951, or prior, 
the taxpayer must elect by December 
31, 1953, to obtain the benefit of the 
relief section. The election is irrevoca- 
ble and must be made by either: (a) 
a letter addressed to the District Di- 
rector of Internal Revenue, (b) filing 
amended return, (c) filing claim for 
refund, (d) petition to the Tax Court. 

Taxpayers having income from for- 
eign sources on which foreign taxes 
have been paid, have the option of 
claiming such taxes as deductions from 
gross income or as credits against the 
United States tax, subject to certain 
limitations. Whatever method is fol- 
lowed applies to the taxes on income 
of all foreign countries. If foreign 
taxes are claimed as credits, a corpo- 
rate taxpayer, on receipt of a dividend 
from a foreign corporation in which 
it owns a voting-stock interest of at 
least 10%, may claim as a credit in 
addition to any foreign taxes by or for 
its account a pro rata part of the 
income tax paid by the foreign corpo- 
ration. 

With respect to dividends received 
from a foreign corporation which is a 
resident of the United Kingdom, a 
corporate taxpayer may compute a for- 
eign tax credit on the net amount of 
dividends received or it may “gross- 
up” the dividend, that is, include in 
gross income the dividend plus the tax 
withheld by the paying corporation and 
compute a foreign tax credit on the 
higher amount. The latter procedure 
is authorized by Article XIII of the 
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Income Tax Treaty between the United 
States and the United Kingdom and, 
ordinarily, is of benefit only where 
(1) the British tax rate is higher than 
the effective rates for the domestic tax- 
payer; and, (2) the latter has income 
from British sources, such as rents, 
royalties and interest, on which no 
3ritish tax was paid or withheld. 

Where a foreign corporation, in 
turn, owns 50% or more of the vot- 
ing stock of another foreign corpora- 
tion, the domestic corporation may 
claim as a credit a pro rata part of the 
tax paid by the subsidiary of the for- 
eign corporation where dividends flow 
from the “sub-sub” to the “sub” and 
then to the domestic parent. 

The right to take the credit in lieu 
of the deduction is exercised annually. 
Whatever method is elected, the tax- 
payer may change from one to the 
other within the period of limitations 
prescribed for the making of claims 
for refund. 

Taxpayers on the cash basis of ac- 
counting may claim credit for foreign 
taxes on the cash or accrual method. 

Affiliated groups of corporations 
may elect at any time to file a consoli- 
dated return in lieu of separate returns. 
The privilege of making such a return 
must be exercised at the time of filing 
the return of the parent corporation. 
Each subsidiary that is includible in 
the return must file a consent as part 
of the return, agreeing to the regula- 
tions prescribed by the Commissioner. 
Separate returns may not be filed in 
subsequent years unless: 


(1) A corporation (other than one 
formed by any member of the group) 
has joined the affiliated group. 


(2) There has been change in law 
or regulations of a character which 
makes the continued filing of consoli- 
dated returns less advantageous to affil- 
iated groups as a Class. 


(3) The Commissioner grants per- 
mission to change for a good cause. 
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Payment of Taxes 


As to the payment of income taxes, 
corporations may pay them in four 
installments. For taxable years ending 
on or after December 31, 1953, and 
before December 31, 1954, the amount 
due on each of the first installments 
is 45% of the tax and on each of the 
last two installments 5% of the tax is 
payable. Thereafter—i.e., for taxable 
years ending on or after December 31, 
1954—the tax is payable in two equal 
installments. 

Payment of any installment may be 
postponed if the corporation expects 
to incur an operating loss for the cur- 
rent year which may be carried back to 
the prior year for which the tax is due. 
Extension of time for payment is ob- 
tained by filing of Form 1138 on or 
before the due date of the installment. 
To the extent that taxes have already 
been paid for the preceding year, 
tentative adjustment of such taxes may 
be obtained in case of an operating 
loss carry-back by the filing of Form 
1139. Form 1139 is filed after the close 
of the year when the amount of the 
loss has been determined. 

Tentative adjustment of prior years’ 
taxes may also be obtained by those 
taxpayers on the Lifo method of valu- 
ing inventories who elected to carry 
back the excess cost of replacements 
over the cost of involuntary liquida- 
tions. The tentative adjustment is ap- 
plied for on Forms 7013 and 7014 and 
is limited to 75% of the computed 
overassessment of tax. 


* * * * * 


Congress has left the manner and 
time of filing elections to the discretion 
of the Commissioner, in most in- 
stances. The Commissioner, by regula- 
tion, prescribes the rules for proper 
exercise of elections. Your attention is 
also called to the last section in Regula- 
tion 118—Section 39.6000—which pro- 
vides for extension of time for making 
certain elections. 
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of Leases 


By Juttus Pettz, C.P.A. 


The cancellation of a lease takes place with sufficient frequency 

to warrant consideration from an income tax stand point, par- 

ticularly in view of the apparent state of uncertainty that sur- 
rounds the subject. 


Yr not as commonplace in oc- 

currence as the coming into being 
and commencement of the lease itself, 
the cancellation of a lease takes place 
with sufficient frequency to warrant 
consideration from an income tax point 
of view—only if there would seem 
to be any question of undecided tax 
treatment and/or possible tax savings. 
Too, the average lease cancellation is 
usually accompanied by sufficient mon- 
etary exchange to increase the tax- 
payer’s interest in its tax consequences 
dollars-and-cents-wise. And this prob- 
lem—assuming there is one—may af- 
fect both 
what may result in a tax situation to 
the former (when the lessor wants 
to reoccupy the premises before ex- 
piration of the lease, and is willing to 
pay therefor), may similarly result in 
like situation to the latter (when the 
lessee wants to be released from its 
unexpired obligation, and is also will- 
ing to pay therefor). Not that the 
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tenant and landlord — for - 


over-all question stops at the income- 
treatment phase; there may also be a 
tax problem of how to handle the con- 
sideration payments (capital or rev- 
enue expenditure, amortization, etc.). 
But the present discussion will confine 
itself solely to the receipt or income 
episode. 


The Lessee’s Problem 

When it is to the lessor’s advantage 
to cancel a lease, and he is willing to 
pay therefor, the lessee is usually in 
the position of receiving a lump-sum 
amount and accounting for it tax-wise. 
The basic question in these circum- 
stances would seem to be: Is the les- 
see, in a sense, re-renting these prem- 
ises to the lessor, and therefore receiv- 
ing a substitute for future rental pay- 
ments—ordinary income, or is he, in 
another sense, selling a right to the les- 
sor, which sale might result in capital 
gain? The trend and tenor of the 
court decisions clearly indicate that 
there is a problem — with solution 
thereof awaiting possible Supreme 
Court delineation. 


The Golonsky Case 

Until recently (May 29, 1953—to 
be exact), the tax story on lease can- 
cellations was a favorable one for the 
taxpayer—lessee. In Jsadore Golonsky 
(16 TC 1450), the taxpayer occupied 
certain premises under a year-to-year 
lease which had three months to run. 
Since new owners had given notice of 
termination at the end of the current 
term, the taxpayer agreed to vacate the 
premises and terminate the lease for 


February 

















Income Resulting from Cancellation of Leases 


$7,500. He then claimed the $7,500 
to be a capital gain. The Commissioner 
contended that it was ordinary income, 
holding that an attempted sale by a les- 
see to the lessor results merely in a 
cancellation of the lease. The Tax 
Court upheld the taxpayer, stating that 
the transaction came within Section 
117 of the Internal Revenue Code. The 
Court did take note of a similar case 
which arose under the District of Co- 
lumbia income tax law, and which case 
stated that ‘“‘a lease that is cancelled is 
not transferred but terminated. 
Termination or destruction is not sale 
or exchange”, United Cigar-Whelan 
Stores Corp. District of Columbia 
(176 F.(2d) 952), but disagreed with 
this conclusion. 

The Golonsky case was appealed, 
and the Third Circuit (200 F’.(2d)72) 
on November 28, 1952, upheld the Tax 
Court. Pertinent parts of the decision 
follow: 

“Why is a transfer of a leasehold inter- 
est by a tenant to a landlord not a ‘sale’? 
To call the transaction a cancellation or 
termination of a lease and not a sale is, we 
think, to assume the point to be decided. 
Undoubtedly there is a cancellation of the 
lease when the tenants voluntarily sur- 
render the premises to a landlord in 
accordance with an agreement, but the fact 
that the cancellation occurs does not nega- 
tive the fact that the transaction may con- 
stitute a sale. A lease is certainly property, 
although it admittedly is not an estate of 
freehold as that term was used in the com- 
mon law pertaining to real estate. This 
property was transferred by the then 
owner to another for a stipulated price 
which was paid. That would seem to con- 
stitute a sale unless there is some limiting 
requirement that nothing can be sold ex- 
cept a tangible chattel, which is not the 
case. : 

“The Commissioner makes much of the 
point that section 117 does not mention the 
giving up of a lease’by a tenant as a cate- 
gory of “sale or exchange.” We are not 
impressed by this argument. If the trans- 
action fits the legal requirements for a sale, 
we see no reason for specific mention of it 
among a list classifying as a sale that 
which would not ordinarily be regarded 
as such a transaction.” 


The Circuit Court here also uses as 
citations Bell’s Estate (137  F.(2d) 
454) and McAllister (157 F.(2d) 
235), two cases holding that the trans- 
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fer of an interest in a testamentary 
trust by a life tenant to the remainder- 
man for a sum of money constitutes a 
sale. 

The McAllister Case 

As will shortly be seen, this Mc- 
Allister case (Second Circuit) is all- 
important, as is accordingly, its rea- 
soning : 

“Thus the Court (Tax Court, which 
was reversed herein) says that petitioner 
received the payment for ‘surrendering’ her 
rights to income payments, and ‘she did 
not assign her interest in the trust, as did 
petitioners in the Bell case.’ But what is 
this more than a distinction in words? 
Both were cases where at the conclusion 
of the transaction the remainderman had 
the entire estate and the life tenants had 
a substantial sum of money. There surely 
cannot be that efficacy in lawyers’ jargon 
that termination or cancellation or sur- 
render carries some peculiar significance 
vastly penalizing laymen whose counsel 
have chanced to use them. . And that 
here, as in the Bell case, there was a 
‘surrender’ to the remainderman, rather 
than a ‘transfer’ to third persons 
does not change the essentially dispositive 
nature of the transaction so far as the 
former property owner is concerned.” 

The one dissent in McAllister—and 
one to be borne in mind—is based on 
the following reasoning: 

“The consideration paid for such a 
transfer is a substitute for future pay- 
ments which would be taxable as ordinary 
income, and resembles the advance pay- 
ment of dividends, interest or salaries. . 

It may well be that, had Congress specifi- 

cally thought of the problem, it would 

explicitly so have defined ‘capital assets’ 
as to exclude such an interest.” 

It is also-important to keep in mind 
that the basis for that part of the dis- 
senting opinion which deals with “sub- 
stitute for future payments” is a Su- 
preme Court decision, Hort v. Com- 
missioner (313 U.S. 28), which cita- 
tion is considered not only in Golon- 
sky (where it is held to be inapplic- 
able) and subsequent related cases, but 
is also of the utmost importance in 
the discussion of the second half of 
this lease cancellation topic (concern- 
ing lessee-to-lessor payments). At that 
time, Hort will be considered in full 
detail and import. 
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Jones v. Corbyn 


As can be seen, Golonsky, by itself, 
means much to the taxpayer-lessee. But 
there is still another case which brings 
similar comfort — Jones v. Corbyn, 
(186 F.(2d) 450, Tenth Circuit, 
1950). Here, a firm of general agents 
sued a life insurance company both 
for a declaratory judgment as to the 
validity of its exclusive general agency 
contract and for damages. While the 
case was being tried on the first cause 
of action, the parties entered into a 
written contract terminating the agency 
contract and awarding the general 
agents $45,000. This amount was con- 
sidered (by the Court) to be based 
on the value of the contract and busi- 
ness, and was not held to be damages 
for prospective profits so as to require 
its classification as ordinary income, 
notwithstanding the fact that the gen- 
eral agents also agreed that they had 
no claim against the company for dam- 
ages on account of breach of contract. 
The Court said: 


“Broadly speaking, a sale is a transfer 
of property for a valuable consideration. 
By terminating the business to the 
Company, there was a sale and transfer of 
a capital asset within the meaning of the 
statute.” 


There was a dissenting opinion, which 
will be referred to subsequently. 
Jones v. Corbyn is cited in Golonsky, 
and both of these cases have been used 
as basic references by the Tax Court 
in treating similarly subsequent cases 
involving lease cancellations—Ray (18 
T.C. 438) and McCue (19 T.C., 
No. 84). In the former (Ray), a les- 
see who surrendered part of a lease 
(a covenant restricting the lessor from 
leasing to competitors) to the lessor 
was allowed to treat the income as 
long-term capital gain. In the latter 
case, the lessee occupied business prem- 
ises under a lease which had expired, 
and continued in possession as a statu- 
tory tenant under the New York 
emergency rent control laws. The 
landlord paid the lessee $22,500 to 
vacate and surrender the premises. The 
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Tax Court held that the lessee had sold 
a property right, which was a capital 
asset, and that the income was a capi- 
tal gain. 


Basic Factors Common to 
These Cases 


In all of these preceding cases, two 
factors stand out as basic in the de- 
cisions reached: (1) a lease of land is 
considered to be property, constituting 
a capital asset in the hands of the 
leasehold owner (with specific refer- 
ence to Walter H. Sutliff, 46 B.T.A. 
446, (referred to later) holding this to 
be so) ; and (2) the surrender, cancel- 
lation and/or relinquishment of the 
lease is considered to be a sale, whether 
or not it is called such specifically. 


The Commissioner has indicated his 
non-acquiescence in the McCue case, 
and has appealed the Ray case to the 
Fifth Circuit. On April 27, 1953, the 
Supreme Court denied certiorari in the 
Golonsky case. 


Comm. v. Starr Bros., Inc. 


Things, at this point, “look good.” 
But, on May 29, 1953, as previously 
mentioned, the Second Circuit decided 
Commissioner v. Starr Bros., Inc., re- 
versing the Tax Court (18 T.C. 149) 
(204 F. (2d) 673). 

In this latter case, the taxpayer con- 
ducted a retail store in New London, 
Connecticut. In 1903, it made a con- 
tract with United Drug Co., a manu- 
facturer of drugs, whereby it was 
appointed United’s “special selling 
agent” in New London. United agreed 
not to sell its products to any other 
dealer in that city and the taxpayer 
agreed to sell the products at retail 
only and at not less than prices set by 
United. In 1943, United paid the tax- 
payer $6,394.57 for agreeing to the 
termination of the 1903 contract and 
entering into a new and non-exclusive 
agency contract, United expressly re- 
serving the right to grant one or more 
franchises for the sale of its merchan- 
dise in New London to anyone it chose. 
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The question presented for decision 
was whether the $6,394.57 received by 
Starr should be considered capital gain 
under Section 117 of the Code or 
ordinary income under Section 22. The 
Tax Court held it to be capital gain. 
The Circuit Court agreed that the 
rights under the 1903 contract were 
property, and even assumed them to be 
a capital asset. It pointed out, how- 
ever, that the decisive issue was 
whether there was a “‘sale or exchange” 
of such capital asset when the contract 
was terminated in 1943. And on that 
point, it said: 

“What the taxpayer gave in return for 
the cash payment was a release of United’s 
contract obligations, chief of which was its 
promise not to sell its products to other 
dealers in New London. Such release not 
only ended promisor’s previously existing 
duty but also destroyed the promisee’s 
rights. They were not transferred to the 
promisor; they merely came to an end and 
vanished. A closely analogous situation 
exists when the holder of a note surrenders 
it to the maker on receiving payment... 
Bigham v. Comm., 2 Cir., 105 F. 2d 971. 
. . . Another analogy may be found in 
Beale’s Estate v. Comm., 2 Cir., 82 F. 2d 
268, which held that payment received for 
a covenant not to engage in competitive 
business was ordinary income, not gain 
realized on disposal of a capital asset. Here 
the converse situation is presented,—pay- 
ment for the release of such a covenant.” 


And, now comes the attack on the 
“Rocks of Gibraltar” 

“In holding that the taxpayer made a 
sale of its 1903 contract the Tax Court 
relied particularly upon Jones v. Corbyn 
; where cancellation of an exclusive 
general insurance agency contract was held 
to be a ‘sale’ of a capital asset. With due 
deference to the majority opinion, we re- 
spectfully agree with Judge Phillips’ dis- 
sent. The Third Circuit has also given a 
very broad construction to ‘sale or 
exchange.’ See Comm. v. Golonsky . 
involving surrender of a lease to a lessor.” 
(At this time, the Court did not know of 
certiorari denial in this Golonsky case.) 


The Court then refers to its own de- 
cision in McAllister (previously men- 
tioned as a “pro-sale” case) by stating 
that the McAllister decision was based 
on a different principle, and that “ 
to hold the life-tenant’s transfer of 
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possession of income-producing prop- 
erty a ‘sale’ puts less strain upon the 
ordinary meaning of that term than 
does a holding that the taxpayer’s 
release of United’s negative covenant 
is a Sale.” 

But its last two sentences seem to 
contain not only the heart of its own 
decision, but also the core of the con- 
troversy between its ruling and those 
of the Third and Tenth Circuits: 

“When Congress has wished to tax as 
capital gains receipts which would not fall 
within the ordinary meaning of ‘sale or 
exchange’ of assets, it has dealt specifically 
with such transactions, as in subdivisions 
(f£) and (g) of section 117. See Helvering 
v. Flaccus Leather Co., 313 U. S. 247. . 

We regard as significant the absence of 

any Statutory provision treating the termi- 

nation or modification of a selling agency 

contract as a sale or exchange.” 
This seems to be an implication that the 
Court feels that its previous decision 
(in McAllister) might have been 
wrong. In that decision, the major- 
ity opinion (as previously quoted) 
stressed substance rather than form in 
arriving at a pro-sale decision. And, 
it is interesting to note, the Court’s 
present thoughts seem to agree with 
those of the judge who dissented in 
the McAllister case (as previously 
quoted). Since Golonsky cited McAl- 
lister, and, to repeat, said that “If the 
transaction fits the legal requirement 
for a sale, we see no reason for spe- 
cific mention of it among a list... .,” 
the battle lines do seem fairly well 
drawn. 

To further narrow the issue, the 
Flaccus case, which was cited by Starr 
(decided before Section 117j was 
added to the law, and holding that an 
involuntary conversion gain was not 
the same as a gain resulting from a 
sale), stated that: 

“Congress has chosen a_ particular 
method for classifying as sales or ex- 
changes transactions which would not 
ordinarily be described by one of those 
terms. . . . These sections (117) demon- 
strate that Congress has expressly specified 
the ambiguous transactions which are to 
be regarded as sales or exchanges for 
income tax purposes.” 


101 








The New York Certified Public Accountant 


The Ray case, on the other hand 
(which case agreed with Golonsky), 
also cites this Flaccus decision for its 
(Ray’s) statement that “The term 
‘sale’ in section 117 should be given its 
ordinary meaning,” and _ concludes 
therefore that the transaction in its 
(Ray’s) case does constitute a sale. 

The net result of all this is that 
while the Third Circuit seems to con- 
sider a lease of property to be an inter- 
est in the property itself, with cancel- 
lation thereof constituting a sale, the 
Second Circuit does not seem to dis- 
tinguish between such interests and 
more personal rights (such as in Starr 
and, even more recently, in General 
Artists Corp., (205 F. (2d) 360), and 
considers cancellation of all such con- 
tracts to be merely ordinary income 
received in advance. In fact, the settle- 
ment of this particular problem may 
well go a long way toward clarifying 
one of the more important tax issues 
of the day—namely, how and when 
can ordinary income be transformed 
into capital gain. 

It has been suggested that in the 
event the cancellation of the lease in- 
volves simultaneous re-leasing of the 
premises in question to a new tenant 
(for the lessors long-term benefit, for 
example), if the lessee should sell, 
transfer, assign, etc. its lease to the 
third party (new lessee), instead of to 
the lessor, the Starr case would not 
apply. The only case .somewhat in 
point which was located was Sutliff 
(previously cited), decided prior to 
Starr. 


The Sutliff Case 

In this case, as a result of a bequest, 
a minor son received title to real eState 
which he then leased for $25 per year 
to his father. The father, in turn, sub- 
let it to operating principals. During 
the term of the lease, both son and 
father decided to sell both the property 


and lease. Prior to the preparation of 
the purchase and sale agreement, the 
son, as “owner”, and the father, as 
“lessee”, entered into a written agree- 
ment which was prepared for them by 
their counsel. Part of this agreement 
stated that “Lessee agrees to cause his 
lease to be cancelled and released of 
record as a part of the closing of the 


transaction.” 

The Commissioner held that the 
father’s share of the sale’s proceeds 
were taxable as ordinary income, pay- 
ments for cancellation of the lease. 
The court said: 

“The insertion therein (in the father- 
son agreement) by counsel of the provi- 
sion (for cancellation of the lease) .. . 
was purely procedural and to provide for 
the petitioner’s disposition of his interest 
in the property on account of his lease. 
In inserting the provision counsel did not 
mean that the parties were intending to 
follow the particular method which can- 
cellation would imply... . 

“From the evidence before us we are 
unable to find that the petitioner canceled 
his lease or that the amount received by 
him from the sale of the property was 
anything other than consideration received 
by him through the sale of, his leasehold 
interest. . . . Here the petitioner was not 
the owner of the fee nor was the amount 
in controversy received by him from his 
lessee. After the sale of his lease he no 
longer owned any interest in the property. 

“The lease was an asset in the hands of 
the petitioner and we think comes within 
the definition of capital assets as contained 
in section 117 of the applicable act. There- 
fore the gain realized by the petitioner 
from the sale of the lease was capital 
gain within the meaning of that section of 
the act.” 

The Court here considered the lease, 
because of the nominal rental involved, 
to be a gift received by father from 
son. 

Of course, if the two party (lessor 
and lessee) issue is eventually decided 
in accordance with Golonsky, the Sut- 
liff ruling will be academic. If, how- 
ever, the principles of Starr prevail, 
Sutliff may well be one way out.* 


* In this connection, it should be borne in mind that in many such lease cancellation 


cases, there is a new tenant already waiting for the use of the premises in question, and 
that it may be possible, with the cooperation of all parties concerned, to arrange for a sale 
of lease by outgoing to incoming lessee, with subsequent lease adjustments to be made by 


lessor and new lessee. However, 


“substance rather than 


form” may be invoked by the 


Commissioner, and the probabilities and results of winning or losing should be carefully 


weighed beforehand. 
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The Lessor’s Problem 


In those circumstances where the 
tenant desires release from a lease, 
which still has years to run, the con- 
sideration given to the landlord will 
commonly be in the form of a lump- 
sum payment at the time of lease can- 
cellation and/or a release of the lessor’s 
obligation to return part or all of what- 
ever security may be in its possession. 

Continuing the discussion of the 
effects on the recipient only, what, 
then, is the tax problem here? Basic- 
ally, it is a relatively simple one— 
namely, how is the lessor to treat this 
receipt? And if the average accountant 
or attorney were asked to give his 
opinion on this matter, immediately, 
without even researching the topic, the 
odds are that his reply would be some- 
thing like: “The proceeds would seem 
to represent a substitute for the future 
rentals lost, and as such appear to 
constitute the equivalent of rental in- 
come, received and taxable all at once.” 
Some might say that the cancellation 
consideration should be prorated over 
the remainder of the lease, and still 
others may even raise the question as 
to whether said consideration is truly 
all income, since the lessor might actu- 
ally be losing some, all, or more than 
all of it in the form of uncollected 
future rents. But the latter opinions 
would probably constitute, at best, only 
a small minority — with the answer 
given by the majority being the correct 
one. ‘ 

Why, then, bring up this question at 
all? If most practitioners know the 
answer, how can we call it a problem 
as such? It is a problem because (1) 
it may, under certain “special circum- 
stances”, become a problem, and (2) 
from the taxpayer-client’s lay point of 
view, the proper treatment of all of the 
proceeds as income in total may not 
seem as equitable as it does to one 
versed in accepted accounting and in- 
come taxation principles. Since the 
cases cited in an explanation of the 
latter point provide important back- 
ground for an understanding of the 
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former one, the discussion of said 
second point will be given precedence. 

As previously mentioned, a few 
practitioners may contend that the pro- 
ceeds in question might have to be 
considered in the light of possible 
future rental losses, because of vacancy 
and/or rental at amounts lower than 
those called for in the cancelled lease. 
The probabilities are that the taxpayers 
themselves, from an equity or eco- 
nomic point of view, might be much 
more inclined to so evaluate the prob- 
lem. Well, strange as it seems, it has 
been only slightly more than ten years 
since the United States Supreme Court 
was called upon to settle this specific 
question—as a result of a conflict be- 
tween two Circuit Courts of Appeal. 


Hort v. Commissioner 


In 1933, the Irving Trust Co. found 
it unprofitable to maintain a branch in 
its lessor’s building. After some nego- 
tiations, the lessor and the Irving Trust 
Co. agreed to cancel the lease in con- 
sideration of a payment to the lessor 
of $140,000. The lessor did not include 
this amount in gross income in his 
income tax return for 1933. On the 
contrary, he reported a loss of 
$21,494.75, on the theory that the 
amount he received as consideration 
for the cancellation was $21,494.75 
less than the difference between the 
present value of the unmatured rental 
payments and the fair rental value of 
the main floor and basement for the 
unexpired term of the lease. He did 
not deduct this figure, however, be- 
cause he reported other losses in ex- 
cess of gross income. 

The Commissioner included the en- 
tire $140,000 in gross income, disal- 
lowed the asserted loss, and assessed a 
deficiency. The Board of Tax Appeals 
affirmed (39 B.T.A. 922). The Circuit 
Court of Appeals affirmed, per curiam, 
(2 Cir., 112 F. (2d) 167) on the 
authority of Warren Service Corp. v. 
Helvering (2 Cir., 110 F. (2d) 723). 
Because of conflict with Commissioner 
v. Langwell Real Estate Corp. (7 Cir., 
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47 F. (2d) 841), the Supreme Court 
granted certiorari, limited to the ques- 
tion whether “ . . . in computing net 
gain or loss for income tax purposes, 
a taxpayer can offset the value of the 
lease cancelled against the considera- 
tion received by him for the cancella- 
tion”. Hort v. Commissioner, supra. 

In the Langwell case, the Seventh 
Circuit had held that while a sum de- 
posited to secure the performance of 
a lease (the typical rental security) 
constituted income in the year of for- 
feiture, such income might legally be 
offset by losses resulting from the can- 
cellation of the lease, and that losses 
of that character were allowable when 
established by proof that the landlord 
could not have negotiated another lease 
as favorable as the one which had been 
cancelled. In the Warren case, which 
was decided subsequent to Langvwell, 
and which involved similar facts, the 
Second Circuit held that no loss was 
sustained which could be set off against 
the income received. It so ruled de- 
spite its awareness of the Langwell 
decision, holding that the latter ignored 
both the necessity for a closed trans- 
action, such as a sale, to establish a 
loss and the possibility of some recoup- 
ment through other leasing arrange- 
ments. 

The Supreme Court, on March 31, 
1941, decided for Warren and against 
Langwell, as follows: 

“The amount received by petitioner for 
cancellation of the lease must be included 
in his gross income in its entirety. Section 
22 (a) ... expressly defines gross income 
to include ‘gains, profits, and income de- 
rived from... rent... or gains or profits 
and income from any source whatever’. 
Plainly this definition reached the rent 
paid prior to cancellation just as it would 
have embraced subsequent payments if the 
lease had never been cancelled. It would 
have included a prepayment of the dis- 
counted value of unmatured rental pay- 
ments whether received at the inception 
of the lease or at any time thereafter. 
Where, as in this case, the disputed amount 
was essentially a substitute for rental pay- 
ments which section 22 (a) expressly 
characterizes as gross income, it must be 
regarded as ordinary income... . 

“The cancellation of the lease involved 
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nothing more than relinquishment of the 
right to future rental payments in return 
for a present substitute payment and 
possession of the leased premises. Un- 
doubtedly it diminished the amount of 
gross income petitioner expected to realize, 
but to that extent he was relieved of the 
duty to pay income tax. Nothing in Sec- 
tion 23 (e) indicates that Congress in- 
tended to allow petitioner to reduce ordi- 
nary income actually received and reported 
by the amount of income he failed to 
realize. See Warren Service Corp. v. 
Helvering, supra.... ” 


Well—this decision would seem to 
be the final word on the subject. It 
clearly states that no “loss” is allow- 
able in such instances, and just as 
clearly recites that the proceeds must 
be included in gross income in their 
“entirety.” (The possibility of pro- 
ration had been discarded quite defin- 
itely at lower court levels.) What kind 
of ‘special circumstances’, then, could 
there be which would give rise to any 
further questions? (This was previous- 
ly mentioned as the first reason for 
this income-to-lessor discussion. ) 

The Hort case concerns itself with a 
situation wherein an amount is 
physically paid by the lessee to the 
lessor at the time of cancellation of the 
lease. It so happens that the Langwell 
and Warren cases deal with security 
deposits, given at the time of lease 
commencement, which securities were 
forfeited to the lessor at the time of 
lease cancellation. (The Langwell se- 
curity called for interest; the Warren 
did not.) The practical effect is the 
same—the lessor has in his possession 
an amount of money given as consider- 
ation for lease cancellation. However, 
and this is the important point to be 
kept in mind, it would seem that 
dollars-and-cents-wise there may be a 
difference in the tax treatment from 
the /essor’s point of view—depending 
on the exact physical circumstances 
involved in the receipt of the proceeds. 

The Langwell case concerned itself 
essentially with the question which was 
settled by Hort. The Warren case in- 
volved not only this same point, but 
also the additional (important-to-this- 
discussion) point of amount of income 
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Income Resulting from Cancellation of Leases 


to be included. Wasn’t this settled by 
the Hort use of the word “entirety”? 
Let the case speak for itself. 


Warren Service Corp. v. Helvering 


In August, 1926, Warren Service 
Corp., as lessor, entered into a lease 
with Warren-Nash Motor Corp., as 
lessee, by the terms of which the lessor 
was to acquire certain real estate in 
New York City, erect thereon a build- 
ing of specialized design and lease the 
premises for a fifteen-year term at an 
average annual net rental of $125,000. 
The lease provided that the lessee 
should pay to the lessor $125,000 as 
security for the lessee’s performance 
of its obligations, that the lessor 
should have unrestricted use of said 
sum, and that lessor should repay it 
when the lease expired on August, 
1941, if the lessee had faithfully per- 
formed its obligations, or having de- 
faulted therein, had cured such default. 
Thereafter, on May 1, 1933, it was 
agreed between lessor and lessee that 
the lease should be cancelled and the 
lessee’s interest in the security payment 
of $125,000 should be released, pro- 
vided the lessor would hold such sum 
for the protection of the holders of its 
six percent secured notes until they 
should have been paid in full. 


In its income tax return for 1933, the 
lessor included as income $85,910.65, 
representing the present worth at 
December 31, 1933, of its released 
obligation to pay $125,000 to the lessee 
on August 1, 1941. The Commissioner 
treated the entire amount of $125,000 
as income. He was upheld by the 
Board of Tax Appeals (39 B.T.A. 
856), and the lessor ‘appealed. 


After disposing of the loss deduction 
issue (as previously mentioned), the 
Circuit Court continued: 


The remaining question is how much 
income was received by reason of the tax- 
payer’s release from its obligation to repay 
$125,000 in 1941 if the lessee was not then 
in default under the lease. The sum re- 
ceived in 1926 as security for the lessee’s 
performance was, by specific agreement, 
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available for the lessor’s general use and 
was not to bear interest. The value of a 
release of an obligation to pay $125,000 in 
1941, without interest, is obviously less 
than the value of the release of a debt for 
like amount presently due, or of an obliga- 
tion to pay the sum in 1941 with interest. 
See Chesapeake & Ohio R. Co. v. Kelly, 
241 U.S. 485, 489, . . . where it is said: 
‘It is self evident that-a given sum of 
money in hand is worth more than the like 
sum of money payable in the future.’ See 
also Hollwedel v. Duffy, Mott Co., 263 
N. Y. 95, ... The present case is to be 
distinguished from a situation where the 
deposit of money as collateral security is 
held in trust by the lessor without the 
privilege of using it. It must also be dif- 
ferentiated from a situation where the 
lessor is to pay the lessee interest on the 
deposited sum, as in the case relied upon 
by the Board. Comm. v. Langwell Real 
Estate Corp. . . . In such a case, the 
present worth of a release from an obliga- 
tion to pay $125,000 in eight years is pre- 
sumably the face amount of the obligation; 
the value to the lessor of the use of the 
money in the interim is offset by the obli- 
gation to pay interest during the same 
period. But in the case at bar the lessor 
was to have the free use of the money 
until 1941. So the value of the release re- 
ceived in 1933 was the present worth of 
$125,000 payable in 1941. 

“Tn its 1933 return the taxpayer included 
as income $85,910.65 to represent the pres- 
ent worth of the released obligation. The 
Board did not, however, make a finding 
that this figure represented the correct 
present worth. The arguments and briefs 
upon appeal have not discussed this point, 
but it was definitely presented to the Board 
by the taxpayer’s petition and the Com- 
missioner’s answer and it is raised in this 
court by the petitioner’s assignment that 
the Board erred in holding that the tax- 
payer derived taxable income in the amount 
of $125,000 upon the cancellation of the 
lease. We think the Board’s order must 
be reversed and the cause remanded with 
directions to determine the tax deficiency, 
if any, upon the basis of finding the pres- 
ent worth in 1933 of an obligation to pay 
$125,000 on August 1, 1941 without interest. 


The Court does not explain the point 
concerning the provision that the 
$125,000 be held for the protection of 
its own secured note-holders, but this 
seems to be of no consequence to its 
decision. It points out that the only 
(and all important) difference between 
the’ instant case and Langwell is that 
the latter security called for interest; 
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it repeatedly makes mention of the 
“release from an obligation”; and 
it does not refer at all to the provision 
in question in its rationale or at any 
point other than the citation of facts. 
The Board of Tax Appeals dismissed 
this point with one sentence: 

“Tt was none the less income, although 
petitioner agreed to hold it for the protec- 
tion of the holders of petitioner’s 6 percent 
notes, because those notes evidenced peti- 
tioner’s debt. Helvering v. Blumenthal, 
296 'W.5.-552.” 

So—here is a case holding that when 
a security deposit, available originally 
for general use and non-interest bear- 
ing, is forfeited upon lease cancella- 
tion, only the present worth of said 
face amount is reportable as income at 
the time of forfeiture. These are 
the ‘special circumstances’ previously 
mentioned as leading to a possible tax 
problem — circumstances which may 
(as can be seen from the Warren case 
itself) be quite important dollars-and- 
cents-wise. And such conditions are 
not entirely uncommon in real estate 
transactions. Too, the longer the unex- 
pired term of the cancelled lease, the 
greater the potential tax savings. 
Instead of all the income being taxed 
in one year, part of it may be spread 
out over a period of time.* 

But before this decision is accepted 
as gospel (no other case on this same 
particular point was found), several 
things should be kept in mind. First, 
while the Circuit Court had the record 
of the Board before it, and did distin- 
guish between Warren and Langwell, 
the Board does make this statement: 

“Assets worth $125,000 were freed in 
1933 for petitioner’s immediate unrestricted 
use. United States v. Kirby Lumber Co., 
284 U.S. 1.” 

In the latter case, the Kirby Lumber 
Co., in July, 1923, issued its own bonds 


* As to the actual computation of the present value < 


for $12,126,800 for which it received 
their par value. Later in the same year 
it purchased in the open market some 
of the same bonds at less than par, the 
difference of price being $137,521.30. 
The question was whether this differ- 
ence was a taxable gain for the 1923. 
The Supreme Court held that: 

“Here there was no shrinkage of assets 
and the taxpayer made a clear gain. As a 
result of its dealings it made available 
$137,521.30 assets previously offset by the 
obligation of bonds now extinct.” 


The Circuit Court, in Warren, makes 
no reference to this citation. Presum- 
ably, it does not consider it relevant. 
And it too quotes a Supreme Court 
case (Chesapeake & Ohio R. Co.— 
which calls for the payment, in a per- 
sonal liability suit, of a smaller amount 
of damages—at present—to recom- 
pense for the loss of life and conse- 
quently loss of earnings in the future.) 

Then, the Hort case uses the word 
“entirety”. But—the Hort case does 
not involve the ‘special circumstances’ 
of the Warren case, even though it 
supersedes it in time. In fact, the 
Supreme Court itself limited certiorari 
to the loss-offset question. And _ it 
refers to the Warren case approvingly 
(on this one point) without a word 
concerning the present-worth question 
(which, of course, was not at issue). 

From a practical point of view, it 
would appear that any lessor who re- 
ceives a release from a security return 
obligation is in just as good a position, 
income-wise, as is the lessor who re- 
ceives cash directly—as per Kirby. 
And yet, it might have been the feeling 
of the Warren Circuit Court (which 
knew of Kirby) that if the security, 
when originally received, was available 
for unrestricted use, it might not be in 


ars and cents— 





perhaps it would be best to obtain a written opinion from an actuary pel economist since 
variable factors such as current and future interest rates, economic conditions, etc. would be 
involved. In any event, it is apparent that the actual tax benefit arises from the fact that the 
difference between the total amount of security forfeited and the present value thereof is not 
taxed all at once, with higher surtax rates resulting therefrom, but is allocated ratably over 
a period of years and within lower tax brackets (assuming all other income and tax factors 


remain the same). 
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Income Resulting from Cancellation of Leases 


the form of cash at the time of for- 
feiture, and therefore was not quite as 
readily available as cash then and there 
received. Then again, it might be said 
that the Hort case is the last word on 
the subject, and the “entirety” covers 
Warren as well. But at least two well- 
known income tax Services cite the 
Warren case directly on this point of 
security-income-lease forfeiture. The 
net result would seem to be that if you 
choose Warren and are upheld, there 
is a good possibility for tax-saving. 


Conclusion 


In conclusion, practitioners in gen- 
eral (and New Yorkers in particular*) 
should consider the potential unfavor- 
able and favorable aspects of the fore- 
going discussion. 

What once definitely appeared to be 
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capital gain—income from cancellation 
of lease by lessor—is now possibly to 
be treated as ordinary income. In the 
light of the details presented concern- 
ing this Golonsky-Starr issue, the 
practitioner-advisor may now decide to 
recommend either a change of plans 
(such as consideration of the applica- 
tion of the Sutliff principles or waiting 
for a more definitive conclusion) or 
a continuation of the original sale plan, 
placing complete faith in the ultimate 
upholding of the Golonsky reasoning. 

At the same time, what once defi- 
nitely appeared to be ordinary income, 
fully and wholly taxable at the time of 
forfeiture—income from cancellation 
of lease by lessee—may possibly, in 
the special (but not uncommon) cir- 
cumstances presented, be allocable over 
a period of time on the present-value 
theory of Warren. 





* Both Starr Bros. and Warren are 2nd Circuit cases. 
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Deductions for Taxes and Interest 
Available to a Tenant-Stockholder of a 
Cooperative Apartment Corporation 


By SAMUEL A. DycKMaAN, C.P.A. 


The subject embraced by this article is becoming increasingly 

important in view of the rapid growth of cooperative housing 

developments. The author suggests a form of worksheet which 

he found helpful in computing the respective deductions 
discussed herein. 


COOPERATOR owning a proprietary 

lease in a cooperative apartment 
corporation could not, prior to 1942, 
deduct his proportionate share of the 
real estate taxes imposed on the cor- 
porate property, nor could he deduct 
any part of the interest charges in- 
curred by the corporation. As title 
was in the name of the corporation 
which received the full benefit of the 
tax deductions on its own income tax 
return, duplicate benefits were denied 
the stockholders.? 


In 1942, subsection (z) was added 
to ILR.C. Sec. 23? to put cooperators 
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1Wood v. Rasquin, 97 F(2) 1023 (CCA, 


owning proprietary leases in the same 
tax position with regard to interest 
and tax deductions as owners of private 
homes and dwellings. Congress granted 
official recognition to the distinction 
between an ordinary  stockholder’s 
equity in a business corporation, and 
a tenant-stockholder’s interest in a 
cooperative apartment corporation. A 
cooperative corporation adhering to a 
bona fide mutual plan of organization 
and operation is thus considered con- 
currently as a taxable entity for its 
own tax purposes and as a non-taxable 
entity or joint venture for purposes of 
granting to its stockholders the bene- 
fits of Sec. 23(z). To qualify for 
these benefits, Congress provided that 
the corporation has to come within the 
statutory definition of a “cooperative 
apartment corporation” while the tax- 
payer has to qualify as a “tenant-stock- 
holder”. If all of the qualifying fac- 
tors are met, the cooperator is entitled 
to a tax deduction determined not, 
as is commonly assumed, by taking his 
pro-rata share of the corporation’s tax 
and interest deduction based solely on 
stock ownership, but by computing his 
“proportionate share” based on both a 
stock ownership factor, and on the re- 
lationship of his rental payments to the 
total amount of corporate expenses. 


2nd, 1938), aff’g. 21 F. Supp 211 (1937). 


2Sec. 128 of Revenue Act of 1942. Sec. 101 of the Revenue Act of 1942 made the 
new subsection effective for taxable years beginning after December 31, 1941. New York 
adopted a similar provision effective for taxable years beginning on or after January 1, 


1945. Sec. 360(12), Tax Law, Ch. 60, C.L 
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Deductions for Taxes and Interest 


“Cooperative Apartment 
Corporation” Defined 


In order to restrict the benefits to 
bona fide cooperatives, the Code pro- 
vides that the corporation seeking to 
qualify as a cooperative apartment cor- 
poration must have but one class of 
stock outstanding. The Internal Reve- 
nue Service has interpreted this re- 
quirement quite liberally with regard 
to buildings constructed pursuant to 
section 213 of the National Housing 
Act. The special issue of preferred 
stock to the Commissioner of the 
Federal Housing Administration in a 
nominal amount not exceeding $100 
has been held to be a security interest 
rather than a separate class of stock. 
As such, it does not violate the restric- 
tive single classification of stock con- 
tained in Sec. 23(z).3 

At least 80% of the gross income 
of the cooperative for the taxable year 
in which the real estate taxes and in- 
terest are paid or incurred must be de- 
rived from the tenant stockholders in 
the form of “rents” or “assessments”. 
Thus, not more than 20% of the cor- 
porate income may result from the 
rental of stores or commercial space, 
from washing machine rentals, from 
interest and dividends on investments, 
etc. 

Although the stockholder is not re- 
quired to occupy the apartment, he 
must solely by reason of the ownership 
of stock have the right of occupancy. 
That right may of course be condi- 
tioned upon the payment of periodic 
rents or carrying charges to the cor- 
poration. In addition, the stock may 
not give the tenant any right to a dis- 
tribution other than from earnings and 
profits, except upon liquidation. 


“Tenant-stockholder” Defined 


The stock of a tenant-stockholder 
must be fully paid up. The amount 
originally paid for such stock must 
bear some reasonable relationship to 


3 Rev. Rul. 120, I.R.B. 1953-14, 9. 
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the market value of the stockholder’s 
equity as of the date of the original 
issuance of the stock. After original 
issuance, the price at which the stock 
may be transferred, or the fact that 
the transfer is made by gift or bequest 
is immaterial. 


“Interest and Taxes” Defined 


The corporate interest which the 
tenant-stockholder may claim a pro- 
portionate part of, as his personal de- 
duction, is the interest paid (if on a 
cash basis) or incurred (if on an ac- 
crual basis) by the cooperative apart- 
ment corporation, in its taxable year, 
prior to the close of the taxable year 
of the tenant-stockholder, on corporate 
indebtedness incurred in acquiring, 
constructing, altering, rehabilitating, or 
maintaining the apartment building, or 
in acquiring the land on which the 
building is situated. The real estate 
tax deduction allowable to the tenants 
refers to the corporate real estate taxes 
paid or incurred by the corporation on 
the apartment building and the land on 
which it is situated. The allowable 
deduction would not include taxes 
assessed on vacant properties owned 
by the corporation. But where a co- 
operative apartment corporation has 
elected to capitalize its interest and tax 
costs during a construction period 
which is within the taxable year of the 
tenant, such election would probably 
have no effect on the tenant’s rights 
to a deduction, since such right de- 
pends solely on the payment or the in- 
currence of the interest or tax charge, 
not on its tax treatment by the cor- 
poration. 


“Proportionate Share” Defined 


The allowable deduction is limited 
to the amount of the tenant-stockhold- 
er’s “proportionate share” of the taxes 
and interest paid or incurred by the 
corporation. Proportionate share has 
been subjected to two tests, one to de- 
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termine the maximum allowable de- 
duction, and the other to determine 
the actual deduction. The maximum is 
equal to the tenant’s pro-rata share of 
the corporate taxes and interest based 
solely on stock ownership. To deter- 
mine the actual deduction, the tenant 
must determine his ratio of the carry- 
ing charges or rentals paid to his pro- 
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rata share of the total corporate ex- 
penditures, based on stock ownership. 
That ratio, when multiplied by the 


maximum allowable deduction will 
result in the actual deduction avail- 
able to the tenant. The form appear- 
ing hereinafter is suggested as a 
worksheet to arrive at the proper 
deductions. 





XYZ CooPERATIVE HousiInG CorPORATION 
Year 1953 




















(1) Percentage of outstanding stock owned by tenant.... XX% 
(2) Expenditures incurred by the corporation for year 
(a>) Bical Cotete Gees... ceed ic cceccvcesessdveed XXXX 
RN. on ke oi oon eo004kededavynoewe needs Kx 
(c) Maintenance and other expenses............... XXXX 
(d) Mortgage amortization ................020005 XXXX 
(e) Total corporate expenditures................4. XXXX 
(3) Tenant’s proportionate share of “Real Estate Taxes” 
based on his stock ownership [2(a) x 1].......... XXXX 
(4) Tenant’s proportionate share of “Interest” based on 
his stock ownership [2(b) x 1]................. XXXX 
(5) Tenant’s proportionate share of “Total Corporate 
Expenditures” based on his stock ownership [2(e) 
| IP rerrrr rerrrT err err Terre ert Te XXXX 
(6) Amount of tenant’s rental payments which represent real estate taxes 


deductible under Sec. 23(z) 
Item (3) 


—————. times 
Item (5) 


amount of taxes 
tenant can claim 
as a deduction 


actual rentals or 
carrying charges paid by = 
tenant for taxable year 


Note: The amount computed above may not exceed Item (3), which is the maximum 
allowable tax deduction. 


(7) Amount of tenant’s rental payments which represent interest deductible 
under Sec. 23(z) 


Item (4) 


Item (5) 


amount of interest 
tenant can claim 
as a deduction 


actual rentals or 
carrying charges paid by = 
tenant for taxable year 





times 


Note: The amount computed above may not exceed Item (4), which is the maximum 
allowable interest deduction. 
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Deductions for Taxes and Interest 


If the cooperative apartment corpo- 
ration desires to submit to each tenant 
a notification of the available deduc- 
tions in as simple a form as possible, 
it may actually make all the computa- 
tions above for each tenant and then 
submit to each tenant only the final 
figures arrived at at items (6) and 
(7). Assuming the stock ownership 
is the same for all tenants, as would 
be true in a Section 213 Cooperative, 
or even if the percentage of stock 
ownership falls in relatively few group- 
ings, the corporation may submit to 
each tenant the calculated percentages 
(items (6) and (7) ), and then ad- 
vise each tenant to multiply the given 
percentages by the actual rental paid. 
The tenant must be further advised 
that the resultant figure may not ex- 
ceed certain given maximum amounts. 

From the illustrated worksheet, it 
can readily be seen that if the tenant’s 
annual rental payments total less than 
his proportionate share of the total 
corporate expenditures based on his 
stock ownership, he would not be en- 
titled to the maximum deduction. This 
situation usually results where the ten- 
ant has not been in occupancy for a 
full year, or where a portion of the 
corporate expenditures is paid for by 
a non-stockholder tenant such as a 
lessee of commercial or business space. 
Also, if the tenant pays rent in excess 
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of his proportionate share of the total 
expenditures, a situation which is prev: 
alent with tenants owning large units 
in a Section 213 Cooperative where 
rental charges are based on number of 
rooms occupied rather than on stock 
ownership, he would be limited to the 
maximum even though equitably he 
should be entitled to a greater deduc- 
tion. 


What items should be considered in 
the computation of total corporate 
expenditures has not as yet been fully 
defined either judicially or by the 
Internal Revenue Service. The regu- 
lations include taxes, interest, and 
other items such as maintenance, over- 
head expense, and reduction of mort- 
gage indebtedness. Evidently, the 
items intended are only those for 
which a cash outlay is required. 
Depreciation should therefore not be 
included unless part of the charges to 
each tenant is earmarked for a cash 
contribution to a replacement reserve. 


In advising cooperative tenants, the 
cooperative corporation should empha- 
size the fact that the allowable deduc- 
tions under Sec. 23(z) are not avail- 
able as deductions to arrive at adjusted 
gross income. The allowable deduc- 
tions would therefore be academic for 
those taxpayers electing the optional 
standard deduction. 
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Ethics, ‘Unauthorized Practice,” and 
Federal Income Taxation—An 
Accountant’s Viewpoint" 

By Joun L. Carey** 


¥ may seem strange to find in an 
issue Of a law journal devoted to 
“Legal Ethics and Professional Re- 
sponsibility,” an article by a layman on 
the subject of unauthorized practice in 
relation to federal income taxation. 
The relationship is not remote. 
Professional ethics, it seems to me, 
means self-discipline in the public 
interest. Professional responsibility 
means the obligation to do a good job 
in the public interest. “Unauthorized 
practice” is a phrase which to many 
laymen suggests utilization of the Bar’s 
power and influence in the courts and 
the legislatures to prevent laymen from 
doing things which the Bar believes 
only its members should do. If the 
Bar should attempt to prevent a spe- 
cfic group of non-lawyers, whose self- 
discipline was comparable to that of 
members of the Bar, from doing things 





Joun L. Carey is the Executive 
Director of the American Institute 
of Accountants and Editor of the 
Journal of Accountancy. He is Sec- 
retary of the National Conference 
of Lawyers and Certified Public 
Accountants. 

This article is reprinted from the 
June, 1953, issue of the Rocky 
Mountain Law Review. 











which these non-lawyers were well 
equipped to do, and were customarily 
employed by the public: to do, would 
the Bar’s position be ethical? Or a 
proper discharge of professional re- 
sponsibility ? 


What is the Unauthorized Practice 
of Law? 


The modern concept of “unauthor- 
ized” practice of law seems to rest on 
the assumption that non-lawyers should 
be prevented from doing things which 
ought to be done by lawyers, even 
though no misrepresentation as to the 
professional qualifications of the non- 
lawyer is involved. This broader con- 
cept might cause less difficulty if there 
were a definition of the practice of law 
which the public had endorsed. But 
there is no generally accepted defini- 
tion of the things that properly should 
be done by lawyers and lawyers alone.? 

Nearly everyone would agree that 
only lawyers should be permitted to 
represent others in the courts. Many, 
if not most, people might agree that 
only lawyers should draft so-called 
“legal” documents which in the event 
of controversy would have to be con- 
strued by the courts. But here some 
argument arises in specific situations— 
for example, on the question whether 
a real-estate broker shall be required 


*Reprinted from Rocky Mountain Law Review, Vol. 25, No. 4 (June, 1953). Copy- 
right 1953, Rocky Mountain Law Review, University of Colorado, Boulder, Colorado. 


**A uTHOR’S Note: Since the author of this article is both executive director of the 











American Institute of Accountants and secretary of the National Conference of Lawyers 
and Certified Public Accountants, it must be stated with all possible emphasis that the 
views expressed in this article are the author’s personal views alone. The article has not 
been approved by either of the organizations with which he is associated officially. The full 
responsibility for the entire article rests upon the author. 

1 Sanders, Procedures for the Punishment or Suppression of pminevignt Practice 
of Law, 5 Law & ConTEMP. Prop. 135, 136 (1938); Comment, 35 Marg. L. Rev. 370 
(1952) ; Comment, 47 Micu. L. Rev. 787, 788 (1949) ; Note, 56 YALE | a Ie 1438, 1443 (1947). 
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Ethics, 


to bring in a lawyer to approve a 
simple form of contract for the pur- 
chase or sale of a dwelling.* Here the 
public interest must be consulted. The 
essential question is whether or not the 
inconvenience and expense resulting 
from requiring intervention of a law- 
yer outweigh the possible dangers to 
the parties arising from the absence of 
a lawyer. 

Some lawyers seem to believe that 
any action or advice involving the 
interpretation of a statute, a regulation 
issued pursuant to’statutory authority, 
or a court decision, is ipso facto the 
practice of law. If this were accepted 
literally, an architect could not lawfully 
tell his client that a city ordinance pro- 
hibits the erection of a building higher 
than twenty stories; a labor-relations 
consultant could not advise his client 
that he must pay time and a half for 
overtime work by his employees in 
excess of forty hours a week; a con- 
sulting chemist could not tell a food 
manufacturer that the presence of a 
certain ingredient would be a violation 
of the Pure Food and Drugs Act; a 
certified public accountant could not 
certify a financial statement of a utility 
company subject to a Uniform System 
of Accounts promulgated by a regula- 
tory commission. 

It seems unnecessary to pursue the 
argument that if no one but a lawyer 
could interpret for others a statute, a 
regulation, or a court decision, no 
matter what the subject,matter, busi- 
ness would be handicapped to an ex- 
tent positively harmful to the public 
interest. 

Some lawyers believe that represen- 
tation of others before governmental 
administrative agencies, even though 
they are non-judicial in character, 
should be confined to lawyers. This is 
a highly controversial area. Without 


“Unauthorized Practice, 


” and Federal Income Taxation 


arguing the merits, it goes without say- 
ing that the proposition is completely 
unacceptable to the numerous non- 
lawyers who are enrolled to practice 
before the United States Patent Office, 
the Interstate Commerce Commission, 
the Treasury Department, and other 
agencies, to say nothing of the even 
more numerous non-lawyers who deal 
informally on behalf of clients with 
agencies that have not yet adopted for- 
mal rules of admission to practice, such 
as the Securities and Exchange Com- 
mission, the Renegotiation Board, the 
Defense Department, the armed ser- 
vices and many others. Since govern- 
ment today intervenes in almost every 
phase of economic activity, it would 
seem extremely difficult to establish the 
principle that only lawyers could rep- 
resent others in dealing with the 
government. 

A study of unauthorized practice of 
law, prepared by Edwin M. Otterbourg 
of the New York Bar for the Survey 
of the Legal Profession,? presents a 
comprehensive view of the current sit- 
uation. 

This study says: “Many lawyers still 
seem to regard the movement against 
unauthorized practice of law as some- 
thing which is necessary merely to 
prevent competition.”* Mr. Otterbourg 
properly points out that the Bar could 
expect no public support of any at- 
tempt to create a monopoly of legal 
work in the interests of lawyers. How- 
ever, the public may suspect that the 
Bar is motivated by selfish interest 
unless objectivity and restraint are 
shown, and unless the public interest 
is constantly consulted whenever the 
Bar attempts to prevent reputable 
laymen from continuing to do things 
that they are now commonly doing, to 
the satisfaction of those who employ 
them. 


2 Hulse v. Criger, 247 S.W.2d 855 (Mo. 1952). 

8 Otterbourg, A Study of Unauthorized Practice of Law, A.B.A. UNAUTHORIZED 
Practice News (Special Issue 1951). The address of the American Bar Association Com- 
mittee on Unauthorized Practice, under whose auspices this 84 page work appeared, is 1140 


North Dearborn Street, Chicago, IIl. 
4 Id) at 2: 
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Mr. Otterbourg’s study points out 
that prevention of unauthorized prac- 
tice of law is necessary to protect the 
public against those “who lack not only 
adequate training but likewise are 
held to no ethical conceptions of pro- 
fessional conduct—nor subject to any 
discipline or control.”> This raises the 
question whether unauthorized-practice 
charges should be lodged against mem- 
bers of other recognized professions 
whose training is demonstrably ade- 
quate to perform the services they offer 
the public, whose ethical restraints are 
comparable to those of the Bar, and 
who make no pretense of being quali- 
fied to practice law or give legal advice. 

The study makes the point that it 
would be difficult to maintain high 
ethical standards within the Bar if 
young lawyers were exposed to the 
competition of those who “may and do 
advertise their wares or services.’”® 
This reason for proceedings designed 
to prevent unauthorized practice of law 
presumably does not exist in relation to 
members of another recognized pro- 
fession who are likewise prohibited 
from advertising and solicitation. 


Dimensions of the Controversy 

Over Income Tax Practice 

The controversy between lawyers 
and accountants has been going on 
“officially” since 1932. In that year, 
representatives of the American Insti- 
tute of Accountants met formally with 
the chairman of the American Bar 
Association’s Committee on _ Illegal 
Practice of Law for the first time. 


5 Id. at 3. 
6 Td. at 4, 10. 
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The subject of discussion was a pro- 
posal by the bar committee that only 
attorneys be permitted to practice be- 
fore the Board of Tax Appeals. Since 
certified public accountants had been 
admitted to practice before the Board 
since its inception, they naturally ob- 
jected to the proposal. 


For the record it must be stated that 
the controversy was begun and has 
been kept alive by the organized Bar. 
The accounting profession has been 
wholly on the defensive. Certified 
public accountants have never objected 
to participation of lawyers in tax mat- 
ters, nor claimed exclusive competence 
in this field for certified public ac- 
countants. 

Over the twenty years the contro- 
versy has ranged far and wide—over 
a vast field of subject matter as well 
as over a vast geographical area. Offi- 
cial spokesmen of the two professions 
have found themselves in opposition 
in courts, at hearings of Congressional 
committees, before state legislatures, 
and before both state and federal ad- 
ministrative agencies.? 

By 1950, the echoes of this contro- 
versy had become so strident that many 
certified public accountants believed 
they were the objects of deliberate per- 
secution by the organized Bar. 


Misunderstanding Nourished the 
Controversy 


It seems hardly possible that a con- 
troversy of these dimensions, extend- 
ing over a long period of time, could 


7 Matter of Bercu, 273 App. Div. 524, 78 N.Y.S.2d 209 (1st Dep’t 1948), aff’d, 299 
N.Y. 728, 87 N.E.2d 451 (1949); Gardner v. Conway, 48 N.W.2d 788 (Minn. 1951); Hear- 
ings before Subcommittee of Senate Committee on Judiciary on H.R. 3214, 80th Cong., 2d 
Sess. (1948); Hearings before Subcommittee No. 2 of House Committee on Judiciary on 
H.R. 2657, 80th Cong., Ist and 2d Sess. (1947, 1948); Hearings before the Governor, State 
of New York, Albany, N.Y., April 30, 1937, on Assembly Bill Intro. No. 1462, Print No. 
1889, introduced by Mr. Piper, entitled “AN ACT to Amend the Judiciary Law, in relation 
to the Practice of Law”; Administrative Adjudication in the State of New York, Report to 
Honorable Herbert H. Lehman, Governor, by Robert M. Benjamin, as Commissioner under 
Section 8 of the Executive Law, 115-121 (1942). See also the Benjamin Report, 283-285, 
dealing with Lay Representation before the Department of Taxation and Finance, in vol. 


IV of the Supplementary Reports. 
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have developed between two profes- 
sions whose members for the most part 
are intelligent, honorable and just, if 
there had not been some failure in com- 
munication. In my opinion, there has 
been such a failure. There are misun- 
derstandings among many lawyers on 

several crucial points which have a di- 

rect bearing on this controversy. 

Among the principal misconceptions 
which have been frequently expressed 
by lawyers in writing or in conversa- 
tion are these: 

(a) Since the federal income tax law 
is undeniably a law, and since all 
individual and corporate income 
taxes are paid pursuant to the re- 
quirements of that law, and since 
the determination of income taxes 
requires interpretation of that law 
or regulations issued thereunder, 
or court decisions applying that 
law, federal income tax practice is 
ipso facto wholly and exclusively 
within the field of the practice of 
law. 

(b) Accountants pre-empted the field 
of federal income taxation by de- 
fault of the lawyers—or, in other 
words, the legal profession was 
asleep, and the accountants took 
over. 

(c) Accounting is a mechanical, cleri- 
cal process, largely consisting of 
computations. 

(d) Lawyers are competent to deal 
with federal income tax matters, 
or can easily become so by quickly 
mastering the relatively simple 
accounting processes involved. 

(e) Accountants are laymen, indis- 

tinguishable from other non-law- 

yers so far as_ unauthorized 
practice concepts are concerned. 


Is Income Tax Practice Exclusively 
Within the Field of Law? 


What is federal income tax practice? 
It consists of a variety of activities, 
including determination of taxable in- 
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come; preparation and filing of re- 
turns; discussion of items in returns 
with examining agents; substantiation 
of questioned items with group chiefs; 
filing of claims for refund; preparation 
of protests against additional assess- 
ments; and informal discussion with 
the Appellate Division before adver- 
sary proceedings are considered. 

It will be noted that up to this point 
the entire process is informal, and is 
wholly an administrative process. 

The tax return is not a binding and 
irrevocable declaration of liability, 
which in the event of controversy is 
to be construed by the courts.’ It has 
none of the characteristics of a con- 
tract, a will, a conveyance, a trust 
agreement, or any similar document. 
It is a statement of taxable income, 
and the tax due thereon, which can be 
amended either by the taxpayer or the 
Bureau. Since determination of income 
for a year cannot be calculated pre- 
cisely by any formula, but is subject 
to judgment and estimate, involving 
complex allocations, the initial tax re- 
ported may be adjusted as a result of 
later revisions of the accounting treat- 
ment of various items. 

If no settlement is effected as a 
result of the informal negotiations with 
various representatives of the Bureau, 
the taxpayer has a choice of remedies. 
He may pay the additional tax, file a 
claim for refund, and sue for recovery 
in a United States District Court or 
the United States Court of Claims. Or, 
without paying the additional tax he 
may file a petition before the United 
States Tax Court, and have his case 
docketed for hearing. (Despite its 
name and procedures, the Tax Court 
is not at present a court but an admin- 
istrative agency in the executive branch 
of the government.® Not only lawyers, 
but others who can pass the examina- 
tions for admission, are entitled to 
practice before the Tax Court.) 

After the case has been docketed in 
the Tax Court, settlement negotiations 


8 Comment, Marg. L. Rev. 370, 372 (1952). 


9 Int. Rev. Cope c. 5. 
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are frequently continued with the 
Bureau. Most docketed cases are ac- 
tually settled prior to hearing before 
the court. If the case must go to 
hearing before the Tax Court, the 
court customarily permits amendments 
of the original petition framing the 
issues. The rules of evidence are fol- 
lowed in hearings, and appeals from 
its decisions may be made to the 
United States Circuit Courts of Ap- 
peals, and from there to the Supreme 
Court. 
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In addition to the activities enu- 
merated, another important phase of 
income tax practice is tax advice. This 
aspect consists chiefly of advising tax- 
payers as to the tax effects of pro- 
posed transactions, or as to manage- 
ment of their affairs to keep their 
taxes at the legitimate minimum. 

What is the scope and volume of 
federal tax practice? The following 
figures, the latest available, have been 
obtained from the Bureau of Internal 


Revenue for the year 1952:1!° 


INCOME, PrRoFits, ESTATE, AND Girt TAX INVESTIGATIONS 


FLow 


or Cases INVOLVING ADJUSTMENTS 


FiscaL YEAR 1952 
Collectors of Internal Revenue and Internal Revenue Agents’ Offices 


Adjustments proposed upon 


Adjustments closed without protests 


Adjustments referred to Conference Section 


Closed by Conference Section 
Unagreed, referred to Technical Staff 


Unagreed, petitioned to Tax Court 


investigation by 
deputy collectors and revenue agents 


762,000 returns (est.) 
714,000 returns (est. ) 
35,585 protest returns 
11,688 statutory notice 
returns? 
35,446 returns! 
8,701 returns! 
(7,592 cases) 
5,892 returns! 
(4,832 cases) 


1 


Technical Staff 


Agreed, paid, or defaulted 
Unagreed, petitioned to Tax Court 


5,958 cases 
1,570 cases 


The Tax Court 


Total petitioned to Tax Court 
Stipulated 

Appealed after Tax Court decision 
Settled by court decision 


Decided by circuit court 

Settled by circuit court decision 
Appealed to Supreme Court 
Settled by Supreme Court decision 
Closed after suit by taxpayer 


District Courts and Appellate Courts 
7 


cases 
cases 
cases 
cases? 


6,402 
3,373 

334 
1,215 


cases 
267 cases 
4 cases 
2 cases 
892 cases? 


1 Includes related returns involving adjustments. 
2 Includes cases closed by dismissal or default. 


8 Civil cases, closed with or without trial, 
(2) bankruptcy, receivership, insolvency, compromise, lien, liquor, and (3) suits 


decisions, 


excluding (1) appeals from Tax Court 


and claims by the United States; distribution by type of tax is not available nor are figures 
available as to the number of cases closed after trial. 

Prepared by Statistical Division, October 3, 1952. 

These figures do not prove out arithmetically because some items include cases originat- 


ing in earlier years. 


10 Prepared by Statistical Division, Bureau of Internal Revenue, October 3, 1952. Since 
the reorganization of the Bureau in 1952, the descriptive terminology applied to the various 
steps differs somewhat from that used in this table, but for present purposes the differences 


have no substantial significance. 
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There is, of course, no basis on 
which to estimate the scope and vol- 
ume of tax advice, except from the 
number of tax returns filed. Most 
corporate and large individual taxpay- 
ers have problems involving arrange- 
ment of their affairs and the conduct 
of their business in which tax con- 
siderations under present high rates 
are important. 

All kinds of subject matter may 
have to be considered in any specific 
tax problem. Sometimes questions may 
arise which clearly should be dealt 
with by a lawyer, such as the validity 
of marriage or divorce, domicile, the 
validity of trust instruments, convey- 
ances or other legal documents, the 
enforceability of contracts, and so on. 

In other cases questions arise which 
are clearly within the competence of 
certified public accountants, such as 
pricing of inventories; determination 
of direct labor applied to production ; 
and factory burden such as proper 
depreciation of production facilities, 
and maintenance and repairs as dis- 
tinguished from capital additions and 
replacements, proper allocation of in- 
come and expense items to fiscal per- 
iods, and so on. 

In the vast majority of cases, no 
complex questions arise: If the Bureau 
proposes an adjustment it is based on 
difference of opinion as to an amount, 
not on theory or principle of either 
law or accounting. In many cases legal 
and accounting questions are inter- 
mingled. 

Section 41 of the Internal Revenue 
Code says, in part: 

The net income shall be computed... 
in accordance with the method of account- 
ing regularly employed in keeping the 
books of such taxpayer; but .. . if the 
method employed does not clearly reflect 
the income, the computation shall be made 
in accordance with such method as in the 
opinion of the Commissioner does clearly 
reflect the income. 





The regulations (Regulation 111)" 
provide in part: 

Although taxable net income is a statu- 
tory conception, it follows, subject to 
certain modifications as to exemptions and 
as to deductions for partial losses in some 
cases, the lines of commercial usage. Sub- 
ject to these modifications statutory net 
income is commercial net income. This ap- 
pears from the fact that ordinarily it is 
to be computed in accordance with -the 
method of accounting regularly employed 
in keeping the books of the taxpayer. 
(Section 29.21-1) 

. . . If the method of accounting regu- 
larly employed by him in keeping his 
books clearly reflects his income, it is to 
be followed with respect to the time as of 
which items of gross income and deduc- 
tions are to be accounted for. (Section 
29.41-2) 

. . It is recognized that no uniform 
method of accounting can be prescribed 
for all taxpayers, and the law contemplates 
that each taxpayer shall adopt such forms 
and systems of accounting as are in his 
judgment best suited to his purpose. (Sec- 
tion 29.41-3) 

The Bureau of Internal Revenue, 
as representative of the government, 
deals with the same questions that 
representatives of taxpayers have to 
deal with. The Bureau furnished in- 
formation in 1946 showing the training 
of its own staff.!* It reported that as of 
January 1, 1946, there were 19,000 
positions in the Treasury Department 
for which accounting knowledge or 
training was a prerequisite for ap- 
pointment as against approximately 
350 for which legal knowledge was a 
prerequisite. The present Commis- 
sioner of Internal Revenue, T. Cole- 
man Andrews, is a certified public 
accountant. 

As recently as January 29, 1953, the 
chairman of the Ways and Means 
Committee, House of Representatives, 
the Honorable Daniel A. Reed, said: 

I have always believed that the collec- 
tion of taxes is primarily administrative 
and not judicial. The collection of taxes 
should not be turned into a legal battle- 


field as it is today. It is primarily an ad- 
ministrative and accounting problem.1% 


11U.S. Treas. Reg. 111, §§ 29.21-1 (d), 29.41-1, 29.41-3. 

12 A letter from the Commissioner of Internal Revenue, dated March 1, 1946. 

13 Statement in Daily Report for Executives 19: G-3 (Jan. 29, 1953). This is a pub- 
lication of the Bureau of National Affairs, Inc., Washington, D. C. 
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Certified public accountants have 
never contended that income tax prac- 
tice is exclusively within the province 
of the accounting profession. They 
freely recognize that lawyers are in- 
dispensable where litigation is in pros- 
pect, where the issues for trial are 
being framed, when pre-litigation tac- 
tics are important, when questions of 
legal status are consequential, when 
rules of evidence come to bear, when 
a choice of legal remedies must be 
made, when a taxpayer’s civil rights 
are involved, when the validity and 
meaning of legal documents is in ques- 
tion, and in many other circumstances 
where the legal knowledge or a law- 
yer’s viewpoint will be helpful to the 
client. 

On the other hand, in the face of the 
evidence, can it reasonably be con- 
tended that income tax practice is ex- 
clusively within the province of the 
legal profession? 


Did Accountants Pre-empt Federal 
Income Tax Practice by Default 
of the Lawyers? 


It has often been suggested that 
accountants gained possession of the 
income tax field because the lawyers 
were asleep at the switch. 

When the first income tax law was 
enacted, many taxpayers did not keep 
records which would enable them to 
compute income properly for tax pur- 
poses. Naturally they called on ac- 
countants to install accounting systems 
for this purpose. In many cases the 
accountants also audited the accounts 
and prepared balance sheets and in- 
come statements for ordinary business 
purposes. The law provided that net 
income be computed in accordance 
with the method of accounting regular- 
ly employed in keeping the books. 
What could have been more natural, 
more economical, more proper, than 
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to have the accountant prepare the in- 
come statement (tax return) required 
by the government for tax purposes? 
It is equally natural, economical, and 
proper today. 

The accountant who prepares the 
return is obviously best equipped to 
discuss it with examining agents, and 
to negotiate administrative settlements, 
in the absence of legal questions or the 
prospect of litigation.’ 

As income taxation became more 
complex, and as the rates soared up- 
ward, controversy and litigation be- 
came more frequent, and questions of 
a legal nature became more important. 
The result was a rapidly increasing 
demand for competent legal service in 
the income tax field, and many lawyers 
were forced to turn their attention to 
this field, which previously had been 
a matter of indifference to them. 

The Tax Section of the American 
Bar Association was formed in July, 
1939. Today it has about 3,500 mem- 
bers. Members of this section work 
closely and continuously with certified 
public accountants in tax practice. So 
far as I know, no official spokesman 
for the Tax Section has accused cer- 
tified public accountants of improper 
conduct. The complaints have come 
usually from lawyers less familiar with 
tax practice. 

Many lawyers today refer tax prob- 
lems of their clients to certified public 
accountants for solution. This is com- 
mon in communities where no lawyers 
have undertaken to specialize in taxa- 
tion. Many law firms engage account- 
ants to prepare their own income tax 
returns and those of the partners. 

Is it not reasonable to conclude that 
the position of certified public account- 
ants in tax practice is a natural and 
proper one, which developed from their 
competence to deal with accounting 
problems involved in income determi- 


14 Graves, The Contribution of the Accounting Profession to Tax Administration, 8 
New York CertIFIED Pusitic ACCOUNTANT 12, 15 (1938). The article is a publication of 
a speech delivered by Mr. Graves, President of the New York State Tax Commission, to 
the New York State Society of Certified Public Accountants at a meeting on taxation in 


November, 1937. 
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nation, rather than to conclude that 
they attained this position by default 
of the lawyers? 


Is Accounting Merely a Mechanical 

Process? 

There is a widespread misconcep- 
tion, not among lawyers alone, that 
accounting and bookkeeping are prac- 
tically synonymous, and that both are 
low-level clerical skills, mainly depend- 
ent on a mastery of arithmetic. 

Actually, the distinction between the 
two may be compared with that be- 
tween medicine and pharmacy. The 
accountant analyzes, interprets, diag- 
noses, prescribes. The bookkeeper 
keeps records according to the prescrip- 
tion. 

To a person unaccustomed to dealing 
with the quantitative relationships in- 
volved in business and financial trans- 
actions, and expressed both in terms of 
money and time, even the theory of 
accounting may be deceptively simple. 
His personal experience may suggest 
that “receipts less disbursements equals 
net income” is a formula of universal 
application for the determination of 
income. 

Actually, modern accounting involves 
the application of a thorough knowl- 
edge of a large body of theory and 
principles. It has often been described 
as the language of business. Without 
it there would be no common basis of 
comparison between businesses or of 
the same business from year to year. 
Accountants must, therefore, under- 
stand the anatomy of business, and 
must know how to apply accounting 
theory and principles to an_ infinite 
variety of specific situations which pre- 
sent endless factual combinations and 
permutations. Long experience, as well 
as theoretical knowledge, therefore, is 
essential to a high degree of compe- 
tence. 

Many business transactions are very 
complex and many business organiza- 
tions have almost unbelievable ramifi- 
cations. Accounting, as a result, has 
also become complex; and the knowl- 
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edge of accounting necessary to deal 
with such situations must be compre- 
hensive. No simple set of rules, such 
as persons with only a superficial con- 
tact with accounting often envisage, 
could possibly cope with various prob- 
lems of income determination which 
arise continually. 

Reference to a few of the problems 
of accounting involved in the alloca- 
tion of revenues and costs to account- 
ing periods may serve to illustrate the 
foregoing generalizations. Without 
such allocations, annual income state- 
ments could not be prepared; yet such 
statements have become such an essen- 
tial part of business life that without 
them the machinery of investment, 
credit, management, government regu- 
lation and taxation would be fatally 
impaired. 

Following are some of the problems 
in which accounting principles govern- 
ing allocation of costs and revenues 
to fiscal periods are involved: (1) 
Matching costs and revenues; (2) test- 
ing the reasonableness of possible as- 
sumptions as to the economic useful- 
ness and the physical life of productive 
facilities; (3) determining the reason- 
ableness of estimated future services 
to be derived from expenditures; (4) 
properly allocating joint costs to sever- 
al products flowing from a single pro- 
ductive process; (5) allocating the cost 
of facilities to goods produced by them 
and selecting reasonable criteria for 
determining when their depreciation or 
deterioration should be attributed to 
fiscal periods regardless of goods pro- 
duced therein; (6) establishing proper 
basis for determining the portion of 
inventory costs to be retained in the 
accounts and the portion to be written 
off; (7) testing the reasonableness of 
the portions of inventory costs which 
should be treated as losses from ob- 
solescence or damage; (8) selecting 
the philosophy to be followed with 
respect to the relationship between the 
depreciation of property and its re- 
placement costs; (9) judging the ap- 
propriateness of the amount to be 
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capitalized from the issuance of stock 
dividends or the exercise of stock 
options ; 

(10) allocating promotional and de- 
velopment costs as between the period 
in which they are incurred and the 
periods during which their productiv- 
ity will be realized; (11) ascertaining 
whether a quasi-reorganization is ap- 
propriate in particular circumstances 
and the procedures to be followed with 
respect to the elimination of a deficit 
and the revaluation of assets; (12) 
recognizing when circumstances are so 
peculiar that generally accepted prin- 
ciples of accounting are not applicable ; 
(13) deciding when wasting assets 
should be depleted and the reasonable- 
ness of the procedures adopted for 
doing so; (14) judging the signifi- 
cance of financial information and the 
proper methods of disclosing it in pub- 
lished ‘financial statements; (15) se- 
lecting the proper method of present- 
ing corrections of income or expense 
items applicable to prior years; (16) 
distinguishing between the procedures 
that govern the accounting for a com- 
pany’s transactions in its own stock 
and those which govern its general 
business operations; and (17) deter- 
mining the reasonableness of various 
inventory methods for a particular in- 
dustry and the costs to be included 
therein. This list is intended only to 
be illustrative. It is by no means 
complete. 

Accounting principles, like the com- 
mon law, have developed by evolu- 
tionary processes. They are derived 
from the experience of the business 
and financial community. The best 
practices survive, while those less satis- 
factory are dropped. The principles 
are given expression in authoritative 
literature, such as the Accounting Re- 
search Bulletins of the American In- 
stitute of Accountants, now forty-two 
in number and in process of codifica- 
tion; statements by the American Ac- 
counting Association’s committee on 


concepts and standards underlying cor- 
porate financial statements, now four 
in number ; Accounting Series Releases 
issued by the Chief Accountant of the 
Securities and Exchange Commission, 
now seventy-three in number; mono- 
graphs, books and articles by leading 
accountants and teachers; and in the 
financial statements of representative 
corporations.?® 

In addition to mastery of account- 
ing principles, and experience in their 
application, certified public accountants 
must acquire familiarity with the prin- 
ciples and practice of auditing. There 
is a formidable collection of literature 
on this subject alone. Auditing com- 
prehends the standards and techniques 
of testing and verifying business ac- 
counts by analysis of underlying rec- 
ords and by independent confirmation 
and physical observation. 

The books and financial statements 
prepared by employees of a business 
frequently do not properly reflect all 
the transactions. There may be losses 
of which management is unaware. 
There may be changes in inventory 
values which the books do not disclose. 
Only a competent audit can reveal 
whether or not the accounts fairly pre- 
sent the financial position and results 
of operation for a year. 

The techniques and procedures of 
auditing have also become complex. 
Verification of every transaction is 
rarely practicable, and testing and 
sampling techniques are generally sub- 
stituted. Controls must be established 
and coordinated. Auditing requires 
wide theoretical knowledge and ex- 
perienced judgment. Even a good ac- 
countant is not necessarily a good 
auditor. 

The extent of accounting instruction 
at the university level should be ac- 
ceptable evidence against the assump- 
tion that accounting is a simple clerical 
process. 

Of the colleges and _ universities 
which are members of the American 


15 See Accounting Trends and Techniques in Published Annual Reports—An Analysis 
of Reports of 600 Corporations, AMERICAN INSTITUTE OF ACCOUNTANTS (1952). 
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Association of Collegiate Schools of 
Business, seventy give courses amount- 
ing to a major in accounting, usually 
leading to the degree of Bachelor of 
Business Administration. Several uni- 
versities, including Illinois, Columbia 
and Texas, offer doctor’s or master’s 
degrees in the accounting curriculum. 

The library of the American Insti- 
tute of Accountants contains 43,000 
separate publications on accounting 
and related subjects. 

In the light of the above comments, 
are the following conclusions rea- 
sonable? 


(1) Modern accounting is not for clerks. 


(2) It is not a routine process consisting 
mostly of arithmetical computations. 


(3) Its successful practice requires. educa- 
tion, wide knowledge, experienced 
judgment, technical skill. 

(4) No law or rule book affords a neat 
pattern of decisions which can be 
applied to any factual situation to find 
the “correct” net income. 


Are Certified Public Accountants 
‘Laymen’ So Far As Unauthorized 
Practice Concepts Are Concerned? 


Many lawyers are unaware of the 
rapid growth, development and or- 
ganization of the accounting profes- 
sion in the United States. Some may 
even be amused by what they con- 
sider appropriation of the description 
“profession” by a group whom they 
may believe to be mainly concerned 
with activities of a routine clerical na- 
ture. This attitude, if it exists, must 
have an important weight in the think- 
ing of members of the Bar generally 
on the question of unauthorized prac- 
tice in the income iax field. 

While the art of accounting, at least 
in rudimentary form, goes back to the 
earliest beginnings of commercial ac- 
tivity among early Egyptians, and be- 
gan to flower'in modern form during 
the Italian Renaissance in the fifteenth 
century, the profession of public ac- 
counting was first organized on a pro- 
fessional basis in Scotland in 1853, 
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when provision was made for the title 
of Chartered Accountant to be granted 
to those who satisfied preliminary re- 
quirements and passed prescribed ex- 
aminations. Soon after, in 1870, a 
similar step was taken in England.?® 


Scottish and English chartered ac- 
countants came to the United States in 
the second half of the nineteenth cen- 
tury to examine the accounts of rail- 
roads and other enterprises financed 
in part by British capital, and to make 
financial reports to British investors. 


Some of the earliest accounting firms 
in the United States were formed by 
Scottish and English chartered ac- 
countants who decided to make this 
new country their own. 

In 1887, the American Association 
of Public Accountants was formed. In 
1916 it was reorganized under the 
name American Institute of Account- 
ants, as it continues to this day. 

In 1896 the first certified public ac- 
countant law was enacted in the state 
of New York. It provided for the 
issuance of the certificate of certified 
public accountant to applicants who 
satisfied preliminary educational’ and 
experience requirements and passed 
written examinations administered by 
a state board of accountants created by 
authority of the statute. Other states 
rapidly followed suit, and by 1921 the 
last of the forty-eight states had en- 
acted laws similar in basic structure 
to that of New York. 


In 1917 the American Institute of 
Accountants offered a uniform CPA 
examination to the state boards of ac- 
countancy which wished to adopt it. 
At first only a few accepted the offer, 
but the number grew rapidly. Today 
all states and territories of the United 
States have adopted the uniform CPA 
examination, which is given simultane- 
ously on the same days in examination 
centers throughout the nation. This 
examination is prepared under the 
auspices of the board of examiners 
of the American Institute of Account- 


16 Brown, A History oF ACCOUNTING AND ACCOUNTANTS, c. 3, 4 (1905). 
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ants. The examination covers audit- 
ing, accounting theory, accounting 
practice (two parts), and commercial 
law. The sessions extend over two and 
one-half days. 

Today there are about 44,500 certi- 
fied public accountants in the United 
States. Since 1936, the American 
Institute of Accountants has limited 
admission to individuals who possess 
certified public accountant certificates 
issued by a state or territory of the 
United States. The Institute’s* mem- 
bership today is about 21,000. 

Kach state and territory has a state 
society of certified public accountants. 
The state societies are autonomous but 
are related to the Institute through a 
provision that the president of a state 
society, if a member of the Institute, 
shall be ex officio a member of the 
Institute’s Council during his term of 
office. The Council is the Institute’s 
governing body, comparable to the 
House of Delegates of the American 
Bar Association. At present the 
Council numbers 160 men, represent- 
ing all states, including state society 
presidents, elected members, members- 
at-large, and past national presidents. 
The total membership of all the state 
societies is approximately 26,000. 

As indicated earlier in this article, 
educational facilities for the training 
of accountants at the collegiate level 
have also expanded rapidly. Large 
numbers of recruits for the staffs of 
the practicing certified public account- 
ants are drawn from those who have 
majored in accounting at colleges and 
universities. Between 60 per cent and 
70 per cent of the candidates at CPA 
examinations in recent years have been 
college graduates. 

The CPA laws of New York and 
New Jersey now require a_ college 
degree as one of the prerequisites for 
admission to the CPA examination. 
There is a tendency to raise the edu- 
cational requirements in other states. 
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The American Institute of Account- 
ants enforces a code of professional 


ethics which includes prohibitions 
against solicitation and advertising. 
The committee on professional ethics 
publishes opinions interpreting the 
rules, and reports for disciplinary ac- 
tion by the trial board prima facie cases 
of violation of the rules. The state 
societies of certified public accountants 
also enforce rules of conduct which are 
substantially similar to those of the 
Institute. While all state CPA laws 
provide for suspension or revocation 
of CPA certificates for fraud, gross 
negligence, or malfeasance variously 
defined, and some for “unprofessional 
conduct” without definition, slightly 
less than half of the state CPA laws 
now contain specific provision for en- 
forcement of rules of ethics by state 
boards of accountancy. The American 
Institute of Accountants has recom- 
mended that all state laws should be 
amended to provide for such rules in 
order that all certified public account- 
ants, whether members of the profes- 
sional societies or not, may be required 
to conform with ethical standards. 
Twenty of the states and two terri- 
tories have adopted so-called “regula- 
tory” public accounting laws which 
forbid the practice of public accounting 
by anyone except those registered or 
licensed by the state board.17 These 
laws follow generally a similar pattern. 
At the date of enactment of the law, 
all certified public accountants and all 
other persons engaged in the practice 
of public accounting are registered and 
authorized to practice as public ac- 
countants, subject to provisions of the 
act and rules of professional ethics 
promulgated in accordance with the 
act. Following this initial registration, 
no new licenses to practice are to be 
issued except to those who qualify as 
certified public accountants by satisfy- 
ing preliminary educational and ex- 
perience requirements and__ passing 


17 Arizona, California, Colorado, Florida, Georgia, Illinois, Iowa, Kentucky, Louisiana, 
Maryland, Michigan, Mississippi, Missouri, New Mexico, North Carolina, Oregon, Texas, 
Virginia, Washington, Wisconsin, Alaska, Puerto Rico. 
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the written examinations. Ultimately, 
therefore, in these states only certified 
public accountants will be permitted 
to practice public accounting. 

As is well known, certified public 
accountants are admitted to practice 
before the Treasury Department by 
virtue of their professional status, as 
lawyers are. Others are required to 
take special examinations for enroll- 
ment. 

Until 1942, lawyers and certified 
public accountants were admitted to 
practice before the Board of Tax 
Appeals by virtue of their professional 
status. Since 1942, lawyers generally 
are admitted without examination, 
while certified public accountants and 
all others are required to pass a writ- 
ten examination. 

While certified public accountants 
are a much younger profession than 
the law, their professional status has 
been recognized throughout the United 
States. Is it unreasonable to suggest 
that they should be regarded by law- 
yers as members of a sister profession, 
rather than be classed indiscriminately 
with all non-lawyers under the general 
appellation of “laymen” ? 


How Competent Are Lawyers in 
Income Tax Matters? 


No one is competent in the field of 
federal income taxation to the point of 
infallibility or omniscience. Those who 
know most about the subject show a 
great deal of humility in recognition of 
their limitations. 

Neither a lawyer nor a certified 
public accountant is ipso facto a com- 
petent tax practitioner. Either a law- 
yer or a certified public accountant 
must make a special study of federal 
income taxation before he can claim a 
high degree of competence. 

There is no such thing as exclusive 
competence in federal income tax prac- 
tice in either profession. Former in- 
ternal revenue agents, for example, 
who have been qualified neither as law- 
yers nor certified public accountants 
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have gained considerable competence 
in practice, and many of them have 
been admitted to practice before the 
Treasury Department. 

A lawyer who has attained compe- 
tence in federal income taxation can 
handle many phases of certain tax 
problems better than most accountants. 
A certified public accountant who has 
attained equivalent competence can 
handle many phases of certain tax 
problems better than most lawyers. A 
competent lawyer can handle any phase 
of a tax problem better than an incom- 
petent accountant, and a competent 
certified public accountant can handle 
any phase of a tax matter better than 
an incompetent lawyer. 

The average certified public account- 
ant is likely to have reasonable com- 
petence in income taxation by virtue 
of his familiarity with the concepts, 
the elements, and the procedures of 
income determination. He can more 
easily master the peculiarities of in- 
come determination for tax purposes 
than one who is not familiar with the 
processes of income determination at 
all. 

Also, a certified public accountant 
in performing one of his principal 
functions—the audit of financial state- 
ments—must know how to estimate the 
income tax liabilities of his clients in 
order to express an opinion as to 
whether the financial position and re- 
sults of operations are fairly stated. 
Again, the certified public accountant 
as auditor is trained in analyzing ac- 
counts, and in checking the adequacy 
of book records in terms of the actual- 
ities of transactions that have taken 
place. At times in his audit he finds 
situations that have tax consequences 
which are thus first brought to the 
attention of the client. 

The certified public accountant is 
accustomed to preparing income state- 
ments, and it is a natural step for him 
to prepare the special income state- 
ment which is the tax return. 
‘Lawyers must learn a good deal 
about accounting, as well as familiar- 
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izing themselves with the tax laws, 
regulations, and court decisions, before 
they can claim competence in the gen- 
eral field of tax practice. Many tax 
lawyers say that they like to work in 
collaboration with certified public ac- 
countants. 

Does admission to the Bar in itself 
always demonstrate competence to en- 
gage in income tax practice? Or is it 
reasonable to assume that to engage 
in this field of practice successfully a 
lawyer must also acquire reasonable 
competence in accounting? 


Hope for an End to the Controversy 


The work of the National Confer- 
ence of Lawyers and Certified Public 
Accountants offers great hope of a 
satisfactory end to the controversy be- 
tween the two professions, which has 
generated more heat than light over a 
period of eighteen years. 

Only if the work of the Conference 
is known and supported by the state 
and local associations of the two pro- 
fessions, however, can the hope be 
realized—and this means only if indi- 
vidual members of the two professions 
understand and respect the other. It is 
in the hope of broadening such under- 
standing and respect that this article 
has been written. Cooperation, not 
conflict, is the goal. 





The National Conference, which was | 


formed in 1944, consists of five law- 
yers appointed by the president of the 
American Bar Association and five 
certified public accountants appointed 
by the president of the American Insti- 
tute of Accountants. Each group is 
headed by a co-chairman, who presides 
at meetings of the Conference alter- 
nately with his opposite number. 

The most important achievement of 
the Conference is the promulgation in 
1951 of the “Statement of Principles 
Relating to Practice in the. Field of 
Federal Income Taxation,”!® which 
has been n-approved by the House of 


18 91 J. 


124 


AccounTANCY 869 (1951); 3 


Delegates of the American Bar Asso- 
ciation and the Council of the Ameri- 
can Institute of Accountants. 


The general spirit in which the 
Statement of Principles was adopted is 
indicated by the following sentences 
from the conclusion : 


This Statement of Principles should be 
regarded as tentative and subject to revi- 
sion and amplification in the light of future 
experience. The principal purpose is to 
indicate the importance of voluntary co- 
operation between our professions, whose 
members should use their knowledge and 
skills to the best advantage of the public. 


The preamble of the Statement of 
Principles also contains several pas- 


sages of broad significance: 


In our present complex society the aver- 
age citizen conducting a business is con- 
fronted with a myriad of governmental 
laws and regulations which cover every 
phase of human endeavor and raise in- 
tricate and perplexing problems. These are 
further complicated by the tax incidents 
attendant upon all business transactions. 

Frequently the legal and accounting 
phases are so interrelated and _inter- 
dependent and overlapping that they are 
difficult to distinguish. Particularly is this 
true in the field of income taxation, where 
questions of law and accounting have 
sometimes been inextricably intermingled. 
As a result there has been some doubt as 
to where the functions of one profession 
end and those of the other begin. 


The first section of the Statement of 
Principles says : 


It is in the best public interest that 
services and assistance in federal income 
tax matters be rendered by lawyers and 
certified public accountants, who are 
trained in their fields by education and 
experience, and for whose admission to 
professional standing there are require- 
ments as to education, citizenship and 
high moral character. They are required 
to pass written examinations and are sub- 
ject to rules of professional ethics . . 
which set a high standard of professional 
practice and conduct, including prohibition 
of advertising and solicitation. Many prob- 
lems_ connected with business require the 
skills of both lawyers and certified public 
accountants, and there is every reason for 
a close and friendly cooperation between 
the two professions. 


7 ABA. O17, (A951). 
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These sentiments are in harmony 
with the writings of tax practitioners 
in both professions who have viewed 
the problem objectively and concluded 
that voluntary co-operation between 
the two professions in the interests of 
the public is preferable to warfare be- 
tween them.!® 

In the body of the Statement of 
Principles it is provided, as certified 
public accountants generally have al- 
ways freely agreed,”° that certified 
public accountants should seek the 
collaboration of lawyers when legal 
questions arise in tax practice; that 
only a lawyer may properly prepare 
legal documents such as agreements, 
conveyances, trust instruments, wills, 
or corporate minutes, or give advice as 
to the legal sufficiency or effect 
thereof, or take the necessary steps to 
create, amend or dissolve a partner- 
ship, corporation, trust, or other legal 
entity. 

The Statement provides that an ac- 
countant should not describe himself 
as a tax consultant or by similar desig- 
nation, which lawyers are also pro- 
hibited from doing. It is also provided 
that it is in the best interest of tax- 
payers that the advice of lawyers be 
sought when a taxpayer must exercise 
a choice of legal remedies. 

It is further provided that the ser- 
vices of a lawyer should be obtained 
when claims for refund are to be pre- 
pared which are intended to be the 
basis of litigation, and when a taxpayer 
is being specially investigated for pos- 
sible criminal violation of the income 
tax law. 


Apart from these points, the State- 
ment of Principles generally recom- 
mends that certified public accountants 
seek the assistance of lawyers when 
legal questions arise, and that lawyers 
seek the assistance of certified public 
accountants when accounting questions 
arise in federal tax practice, without 
attempting to define the terms “legal” 
and “accounting.” 

The Conference desires to avoid 
litigation between members of the two 
professions, and offers its services in 
settlement of any disputes which may 
arise. With its encouragement state 
conferences have been formed in nine- 
teen states.” 


Conclusion 


If a large part of the field of federal 
income tax practice is properly within 
the competence of certified public ac- 
countants; if their presence in this 
field is a natural development in re- 
sponse to the desires of taxpayers and 
in accord with the wishes of the federal 
government ; if accounting is a complex 
and difficult art separate from the law; 
if certified public accountants are mem- 
bers of a profession whose technical 
and ethical standards are comparable 
to those of the Bar; and if lawyers 
themselves must make special study of 
income taxation to acquire competence 
in this field of practice, why should 
there be any fighting between members 
of the two professions over just who 
can do just what in this field? 

As individuals, lawyers and certified 
public accountants have been cooperat- 
ing amicably and successfully in tax 

(Continued on page 131) 


19 Austin, Relations Between Lawyers and Certified Public Accountants in Income Tax 





Practice, 36 Iowa L. Rev. 227 (1951) ; Levy, Scope and Limitations of Accountants’ Practice 
in Federal Income Taxation, 89 J. Accountancy 470 (1950); Editorial, Teamwork by 
Lawyers and Accountants in Tax Practice, 87 J. AccoUNTANCY 1 (1949); Maxwell and 
Charles, National Conference of Lawyers and Certified Public Accountants, 81 J. Account- 
ANcY 120 (1946); Maxwell and Charles, Statement as to Tax Accountancy and Law Prac- 
tice, 32 A.B.A.J. 5 (1946). 

20 Byerly, Relationship Between the Practice of Law and of Accounting, 66 J. AccouNT- 
ANCY 154 (1938). 

21 District of Columbia, Georgia, Indiana, Iowa, Kentucky, Maryland, Michigan, 
Mississippi, Montana, Nebraska, North Carolina, Ohio, Oklahoma, Pennsylvania, South 
Carolina, Tennessee, Texas, Virginia, Washington. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Real Estate Corporations— 

Change in Classification 

A real estate corporation is taxed 
more favorably than a business cor- 
poration. Hence the law does not ex- 
empt the real estate corporation from 
the tax on business corporations unless 
it is wholly engaged in those activities 
that enable it to be classified as a real 
estate company. A deviation from the 
prescribed activities may result in a 
loss of classification as a real estate 
corporation. Loans to officers or stock- 
holders are looked upon as an improper 
activity, and are thus proscribed and 
may result in a change of classification. 

At the technical meeting on Decem- 
ber Ist one of our members cited the 
case of a real estate corporation that 
had a managing agent collect rents, pay 
all expenses, and then either hold the 
balance subject to the orders of the 
owners or turn the balance over every 
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month except for a reserve retained 
for taxes and amortization. Our mem- 
ber wanted to know if a technical loan 
representing money due from the 
agent could result in a+change in 
classification. 

In our opinion it would not, since 
the money in the hands of the agent is 
turned over in the normal course of 
business. It should be noted that a real 
estate company may make loans to 
wholly owned subsidiary real estate 
companies provided that such loans 
plus any stocks and securities are not 
in excess of 10% of the average gross 
assets during the year. A real estate 
corporation is permitted to own securi- 
ties within this 10% limitation. In the 
case of investments in United States 
securities there is no limitation pro- 
vided the securities were purchased 
after December 31, 1941. If such se- 
curities were owned on December 31, 
1946, the corporation may continue to 
hold them without affecting its classifi- 
cation. But even United States Securi- 
ties purchased after December 31, 
1946, must come within the 10% 
limitation for the corporation to re- 
tain its classification as a real estate 
corporation. 


Statute of Limitations on Assessments 
by the Tax Commission 


At the technical session one of our 
members asked this question. A tax- 
received an additional assess- 


payer 
ment for state taxes covering the 
calendar year 1946 based upon a 


change in income made by the Internal 
Revenue Service. How come? 
Ordinarily the Tax Commission 
must determine the tax within three 
years after the return is filed or five 
years if more than 25% of gross in- 


February 








ad 
n- 
in 
1e 
in 


a 
iS 








New 





come or capital gain has been omitted. 
lf a return is filed before the last day 
it is due or before the last day of an 
extended period, for purposes of the 
running of the statute the return is 
considered as having been filed on 
such last day. 

The law requires a taxpayer to re- 
port changes in federal net income 
within 90 days of a final determination, 
and the tax commission must recom- 
pute the tax within one year after the 
filing of written notice of the changes. 
The 1949 Legislature amended Section 
373.1 by providing that if a taxpayer 
fails to report such a change the tax 
due for the year of change may be 
assessed and collected at any time. The 
amendment went into effect on July 1, 
1949. There is also no time limitation 
on the assessment of a tax where no 
return is filed or where a fraudulent 
return is filed. 

In our opinion if the normal three- 
or five-year statute had not yet run 
against a return by July 1, 1949, the 
Tax Commission may assess a tax for 
such year at any time based upon a 
federal change in net income. That 
would apply to a 1946 return. The 
three-year statute did not expire until 
April 15, 1950. If the federal change 
involved a 1945 return, in our opinion 
the Tax Commission could not assess 
an additional tax. 

Section 367 (2) of the law requires 
a taxpayer to file an amended return 
with the Tax Commission within 90 
days after such a return is filed with 
the Treasury Department. The Tax 
Commission must then recompute the 
tax within one year after the filing of 
the amended return. This provision 
does not shorten the period of limita- 
tions otherwise applicable. However 
failure to file an amended return keeps 
the period of limitations open for all 
time. 


Form 870 as a Final Determination 


A federal change in net income is re- 
quired to be reported to the Tax Com- 
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mission within 90 days after a final 
determination. At the December Ist 
technical meeting one of our members 
asked if a taxpayer who signs Form 
870 is precluded from filing an IT-115 
and paying the additional state tax 
before the official report or federal 
assessment is received by the taxpayer. 

The signing of an 870 constitutes a 
final determination. Form 870 is 
really a waiver of restrictions on as- 
sessment of a deficiency. It permits the 
Treasury Department to make an im- 
mediate assessment of the deficiency 
specified in the waiver. The signing of 
a waiver stops the running of interest 
30 days after the waiver is filed and 
generally the taxpayer signs it if the 
deficiency is to be. uncontested. The 
waiver however is not a final deter- 
mination in the sense that it would not 
prevent the Treasury Department from 
determining an additional deficiency, 
nor does it prevent a taxpayer from 
filing a claim for refund. 

Article 571 (a) of the Regulations 
defines a final determination as “an 
irrevocable determination or adjust- 
ment of a taxpayer’s Federal tax lia- 
bility from which there exists no fur- 
ther right of appeal either administra- 
tive or judicial.” The regulation cites 
four examples of what the Tax Com- 
mission will consider a final determina- 
tion. The fourth example lists as a 
final determination “the assessment of 
a deficiency pursuant to a waiver filed 
under Section 272 (a) of the Internal 
Revenue Code where no 90 day defi- 
ciency notice is issued.’ This was 
added to the regulations in the revision 
of December 1, 1952, and refers to 
Form 870. 

The same regulation requires a noti- 
fication of federal changes on Form 
[T-115 accompanied by a copy of the 
final determination. It also provides 
that in lieu of a copy of the official 
report the taxpayer may merely give 
full details of changes on the form. 

Apparently the taxpayer may pay 
the additional state tax upon the sign- 
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ing of an 870. He is conceding the 
fact that an additional state tax is due, 
regardless of any subsequent action 
either he or the Treasury may take. 
It is analogous to the filing of an 
amended return. If later events fur- 
ther alter the federal income, the state 
will require a further notification of a 
subsequent change. 


Deduction for Interest in Determining 
Entire Net Income 


Not all interest paid on indebtedness 
is allowed as a deduction in determin- 
ing entire net income subject to fran- 
chise tax. Ninety per cent of such 
interest, if owed directly or indirectly 
to any corporation.or individual own- 
ing in excess of 5% of the issued 
stock or to a member of his immediate 
family, is excluded as a deduction. Ten 
per cent of such interest is deductible, 
except that such interest may in any 
event be deducted in full to any 
amount not exceeding $1,000. 


It should be noted that while the 
purpose of this limitation of the deduc- 
tion is to penalize thinly capitalized 
corporations, the disallowance applies 
even if the indebtedness represents 
money borrowed for ordinary expenses 
of the corporation. 


The deduction for interest is allowed 
in full if it relates to bonds issued with 
stock in a reorganization to persons 
who were bona fide creditors prior to 
the reorganization and who were not 
stockholders. The deduction for inter- 
est is also allowed in full where the 
investment allocation percentage is ap- 
plied to entire net income. That would 
be the case if the corporation had only 
investment income or if the invest- 
ment income of a corporation is more 
than 85% of entire net income and its 
investment capital is more than 85% 
of total business and investment capi- 
tal, and the corporation elected to allo- 
cate its net income by the investment 
allocation percentage. 
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Treatment of Interest on Debts to 
Stockholder Under Article 9 


Under Article 9 interest paid to 
stockholders may be treated as a divi- 
dend distribution and subject the real 
estate corporation to a 2% tax on the 
interest payment. To be subject to this 
tax the interest must be paid on deben- 
ture bonds, certificates of indebtedness, 
certificates of beneficial interest, prom- 
issory notes or other indebtedness to 
stockholders, the proceeds of which 
were used to acquire assets. Ten per 
cent of the interest paid, or $1,000, 
whichever is greater, is exempt from 
the 2% tax. This treatment of interest 
paid applies to payments to stock- 
holders and to members of the imme- 
diate family of any stockholder owning 
in excess of 5% of the issued capital 
stock. Presumably interest paid on 
money borrowed for ordinary ex- 
penses of the corporation would not be 
subject to the 2% tax. 


Question on Interest Submitted at the 
Technical Meeting 


One of our members asked this 
question: A real estate corporation 
owns all the stock of a subsidiary 
company. An officer of the parent 
company owns 70% of the stock in 
that company and also holds a mort- 
gage on the real property of the parent 
company. The officer receives interest 
on the mortgage. Is such interest in 
excess of $1,000 added to entire net 
income in computing the franchise tax 
of the parent company? 


Presumably the parent company was 
a real estate corporation classified as 
a business corporation and taxable 
under Article 9A. That occurs when 
substantially all the stock of a real 
estate company and any other corpora- 
tion is owned or controlled, directly or 
indirectly by the same interests and 
any material part of the property of 
the real estate company is used or oc- 
cupied in the conduct of the business 
of the other corporation. Under the 
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income basis interest would be limited 
as a deduction to 10% of such interest 
paid, except that it may be deducted 
in full to any amount not exceeding 
$1,000. 


Optional Deduction 


In the December issue of the Tax 
Forum (p. 787) we made the state- 
ment that the optional deduction is not 
allowed with respect to the separate 
return to be filed for the period of less 
than twelve months where there has 
been a change of residence or account- 
ing period. This provision in the law 
was amended by the 1953 legislature. 
The law now provides that for any 
year commencing on or after January 
1, 1953, the optional deduction may be 
apportioned in accordance with the 
number of months before and after the 
change. Article 529 of the Regulations 
was not changed to incorporate the 
change in the law until November 20, 
1953. 


Another Question on Change in 
Classification 


At the technical meeting on Decem- 
ber lst, one of our members wanted to 
know what provision there is for a 
corporation which has been reclassified 
from a real estate corporation to a 
business corporation taxable under Ar- 
ticle 9A to regain its classification as a 
real estate corporation. 

Section 211, subdivision 4, of Article 
9A provides that a real estate corpora- 
tion shall become taxable as a business 
corporation whenever substantially all 
the stock of the real estate corporation 
is owned or controlled directly or indi- 
rectly by a business corporation, or 
whenever the capital stock of both 
corporations is owned or controlled 
directly or indirectly by the same inter- 
ests and, in addition, any material part 
of the property of the real estate cor- 
poration is used or occupied in the 
conduct of the business of the business 
corporation. 
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A real estate corporation may also 
lose its classification if it is not wholly 
engaged in those real estate activities 
that permit it to be taxed under Article 
9. For example a real estate corpora- 
tion is not deemed to be wholly en- 
gaged in the permissive activities if 
during the preceding year more than 
10% of its average gross assets con- 
sisted of stocks, bonds or other securi- 
ties or loans to wholly owned real 
estate subsidiaries. (Sec. 182 (1).) 


One problem that confronts the tax- 
payer is the date on which a change of 
classification becomes effective. That 
depends upon the reason why the cor- 
poration has lost its previous classifica- 
tion. If the reason for the change is 
due to the fact that the real estate 
corporation no longer qualifies as such 
because more than 10% of the average 
gross assets during any year was in- 
vested in securities, it becomes subject 
to tax as a business corporation under 
Article 9A on the first day of the fol- 
lowing year. It will continue to be 
taxed under Article 9A until in a later 
year 10% or less of the average gross 
assets is invested in securities. On the 
first day of the following year it will 
again become subject to tax as a real 
estate corporation under Section 182. 


If the real estate corporation is not 
to be classified as such because a ma- 
terial part of its real property is used 
or occupied by a business corporation 
and there exists the direct or indirect 
control of both corporations as men- 
tioned above, the real estate corpora- 
tion immediately becomes subject to 
tax under Article 9A. Under Article 
182.1 any tax already paid as a real 
estate corporation will be prorated to 
avoid a double tax. If during any year 
the business corporation ceases to oc- 
cupy or use the property of the real 
estate corporation it ceases immedi- 
ately to be subject to tax under Article 
9A. Article 160 of the Regulations 
under Article 9A discusses the ques- 
tion of changes of classification and 
gives a number of specific examples 
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illustrating the operation of the change. 
These clearly show that it is possible 
to regain classification as a real estate 
corporation after the corporation has 
lost such classification. 


Assessments and Informal Hearings 

At the technical meeting on Decem- 
ber Ist, one of our members wanted to 
know what happens if a taxpayer does 
not pay an assessment within 30 days, 
asks for an informal hearing and wins. 
Also what happens if the taxpayer 
loses after the informal hearing. 

Under Section 377.2 the Tax Com- 
mission is authorized to audit a return 
and compute the tax, that is, determine 
the correctness of the tax as computed 
by the taxpayer. Under this Section 
it may arbitrarily make an assessment 
based upon information in its posses- 
sion. If the tax has been understated 
but the return was made in good faith, 
no penalty or interest is added to the 
additional tax, provided the deficiency 
is paid within 30 days after notice of 
assessment. (Section 377.3) If pay- 
ment is not made within 30 days, 5% 
of the deficiency is added as a penalty 
and in addition interest at the rate of 
1% per month from the date of the 
notice. 

Within one year of the assessment 
notice the taxpayer may file an appli- 
cation for revision (Form IT-113) 
and ask for an informal hearing. The 
taxpayer is not required to pay the 
additional tax before he requests the 
informal hearing, but since the appli- 
cation for the hearing does not extend 
the time for payment of the tax as- 
sessed, the 5% penalty and the interest 
will be added if the taxpayer loses on 
the informal hearing. If the taxpayer 
wins, the entire tax will be abated and, 
of course, there was no penalty nor 
interest added to the assessment. 

If the taxpayer pays the additional 
tax, requests a hearing and wins on the 
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informal hearing, he will receive a 
refund. In addition he will be entitled 
to interest on the amount refunded 
since the final overpayment in the tax 
was the result of an additional assess- 
ment made by the Tax Commission. 
It will be recalled that Section 377.4 
was amended by the 1952 legislature 
and provides that refunds shall be 
made without interest. The Attorney 
General has ruled* that this provision 
applies only to cases where the return 
as filed by a taxpayer shows an over- 
payment of tax after examination by 
the Tax Commission. As the Attorney 
General put it, “Nothing compels the 
state to act as a depositary at interest 
for funds voluntarily paid to it in 
excess of any obligation imposed by 
statute.” 


Personal Income Tax— 
Withholding Provisions 


The withholding provisions apply to 
net compensation paid to nonresidents 
in excess of the personal exemption 
plus the optional deduction of 10% of 
the compensation or $500, whichever 
is less. The law (Section 366.1) makes 
the withholding provisions applicable 
to all persons, unless they file with an 
employer a_ certificate of residence 
(Form 101). This form is a declara- 
tion of residence which is retained by 
the employer. It gives the address of 
the taxpayer, his marital status, and 
the number of dependents. 

A nonresident is required to execute 
a certificate of nonresidence (orm 
102) if he receives personal service 
compensation in excess of $1,000. On 
this certificate the nonresident states 
his address, his marital status, the 
number of dependents, and the date he 
became a nonresident and makes his 
claim for personal exemption. This 
form is submitted to the State Tax 
Commission by March 1, together with 
a summary of tax withheld at source 
on Form 103. 


* See New York State Tax Forum, November, 1952, issue, p. 692. 
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The rates of tax withheld are the 
same as those applicable to residents, 
2% on the first $1,000; 3% on the 
next $2,000; 4% on the next $2,000; 
and so on progressively on each $2,000 
increment up to 7% on all net com- 
pensation over $9,000. 

The employer is not obliged to 
verify the nonresident’s claim for per- 
sonal exemption. If the services of a 
nonresident are performed entirely 
without the state, no withholding is 
required, since a nonresident is not 
taxed on income earned outside the 
state. 

If the nonresident earns his income 
partly within the state and partly with- 
out, he is taxable only on the portion 
earned within the state and withhold- 
ing is required only on that portion. 


Article 265 of the Regulations sets up 
rules for determining the taxable por- 
tion of such a nonresident’s income. 
In the case of taxpayers such as sales- 
men whose compensation is based upon 
commissions depending upon volume 
of business done, the ratio of the vol- 
ume of business transacted in New 
York to the total volume represents 
New York income and is the amount 
upon which the withholding is made. 
In all other cases withholding attaches 
on the basis of the ratio of the number 
of working days in New York to the 
total number of working days within 
and without the state. In figuring the 
number of working days, Sundays and 
holidays and vacation periods are ex- 
cluded unless the taxpayer actually 
worked on those days. 


Ethics, ‘Unauthorized Practice,” and Federal Income Taxation 


—An Accountant’s Viewpoint 


(Continued from page 125) 


practice and in many other fields in- 
volving business problems for many, 
many years. 

Cannot members of the two profes- 
sions be trusted, in recognition of their 
own enlightened self-interest, to rec- 
ommend consultation with a member of 
the other profession when the needs of 
the client make it desirable to do so? 

I am certain that certified public 
accountants do not wish to infringe on 


the practice of law nor to deal with the 
legal aspects of taxation. 

I do not believe that the organized 
Bar wishes to force taxpayers, at any 
stage of a tax problem, to retain law- 
yers whether they wish to do so or not. 

I sincerely hope that the lawyer- 
accountant controversy over tax prac- 
tice has ended. Its continuation prob- 
ably would not help the public relations 
of either side. 
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Conducted by Louis H. Rappaport, C.P.A. 


His article will deal with the re- 

vised proxy regulation of the 
Securities and Exchange Commission, 
one of the provisions in which relates 
to the selection of auditors. For back- 
ground material we take you back, 1 
the radio-TV manner, to 1940. 

In 1940 the SEC made public the 
report of its investigation in the 
McKesson & Robbins case. The Com- 
mission had a number of conclusions 
regarding auditing procedures in effect 
at that time and also suggested the 
adoption of a program which the 
Commission felt would aid materially 
in correcting the conditions which ex- 
isted at that time. As part of its 
program the Commission suggested 
that auditors should be elected by a vote 
of stockholders at the annual meeting 
and that the auditors should be notified 
immediately after the meeting of their 
appointment. The Commission also 
suggested that company or manage- 
ment nominations of auditors should 
be made by a committee of non-officer 
members of the Board of Directors, 
the intention being to have nominations 
made by persons who are divorced 
from management. The SEC made 
other suggestions, but these are the 
only two which are pertinent to the 
present discussion. 

With few exceptions, corporations 
are not required to submit to their 
stockholders the matter of appointment 
or election of auditors. One of the 
exceptions relates to investment com- 
panies which are regulated by the SEC 
under the Investment Company Act of 
1940. This Act provides that indepen- 
dent public accountants who certify 
financial statements of investment 
companies for filing under the Act 
must be elected by stockholders. Over 
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the years, however, there has been a 
gradual trend on the part of companies 
other than investment companies in the 
direction of the Commission’s sugges- 
tion regarding appointment of auditors. 

If a listed corporation desires to 
submit to stockholders the question of 
appointment or election of auditors 
and solicits proxies for that purpose, 
then Regulation X-14 of the SEC 
comes into play. 

Regulation X-14 contains the rules 
of the SEC under the Securities Ex- 
change Act of 1934 relating to solicita- 
tion of proxies. Item 8 of the Regula- 
tion deals with selection of auditors 
and as now amended reads as follows: 

If action is to be taken with respect to 
the selection or approval of auditors, or 
if it is proposed that particular auditors 
shall be recommended by any committee 
to select auditors for whom votes are to 
be cast, name the auditors and describe 
briefly any direct financial interest or any 
material indirect financial interest in the 
issuer or any of its parents or subsidiaries, 
or any connection during the past three 
years with the issuer or any of its parents 
or subsidiaries in the capacity of promoter, 
underwriter, voting trustee, director, officer 
or employee. 


Prior to the present amendment to 
the proxy regulation, this item read as 
follows: 

If action is to be taken with respect to 
the selection of auditors, or if it 1s pro- 
posed that particular auditors shall be 
recommended for selection by any com- 
mittee to select auditors for whom votes 
are to be cast, name the auditors and 
describe briefly any material relationship 
of such auditors or any of their associates 
with the issuer or any of its affiliates. 


In announcing the change, the Com- 
mission said that the amendment was 
for the purpose of making the proxy 
regulation consistent with the require- 
ments of Regulation S-X relative to 
the independence of accountants. (Our 
readers must know that Regulation 
S-X is the Commission’s basic account- 
ing regulation under the 1933 and 1934 
Acts.) This amendment to the proxy 
regulation is now in effect. 
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Conducted by SAMUEL S. REss 


Unemployment Insurance—Some Recent Decisions 


Employer’s Right to Receive Current 
Notice of Experience Rating 
Charges 


The law provides that the Industrial 
Commissioner shall notify each em- 
ployer currently as to each experience 
rating charge which is made to his 
employer’s account. Furthermore, ben- 
efits payable to any claimant with re- 
spect to his then current benefit year 
shall be charged when paid to the ac- 
count of each base period employer. 


In a recent case, Appeal Board No. 
41,393-53, decided January 8th, 1954, 
the New York State Unemployment 
Insurance Appeal Board, upheld the 
employer’s protest against a charge to 
his account. The benefit charge notice 
had been given to the employer over 
a year after the State had begun to 
pay benefits to the claimant. The 
facts in the present case are of par- 
ticular interest. The claimant was a 
chauffeur. He filed a claim for benefits 
March 5, 1952. The claimant was 
suspended from receiving benefits for 
42 days, for voluntarily leaving his 
employment without good cause. The 
claimant was not able to get another 
job and was paid benefits for 15 weeks, 
commencing with the week ending 
April 27, 1952. He obtained reemploy- 
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ment with the employer on August 4, 
1952. 

On September 30, 1953, a notice of 
experience rate charges was sent to 
the employer notifying him for the 
first time that his account was charge- 
able with the 15 benefit checks paid to 
the chauffeur during his period of 
compensable unemployment. 


The employer protested the benefit 
charges made to his account, because 
he had not received weekly notices 
of the benefits being paid to his former 
employee at the time that the benefits 
had been paid. The employer argued 
that if he had received notice currently 
of the benefits being paid to his former 
chauffeur, and of the charges being 
made against the employer’s ex- 
perience rating account, the employer 
would have offered the chauffeur re- 
employment. A purpose of the law 
would then have been carried out by 
enabling the employer to rehire un- 
employed former employees whose 
benefit collections were being charged 
against the employer’s account. 


When the employer requested a 
hearing, he posted a $10 deposit. The 
Referee was correct in holding that 
the employer was not required to post 
a $10 deposit, because the issue in the 
case at bar involved the correctness 
of the charges to the employer’s ac- 
count insofar as it affected the em- 
ployer’s tax rate. If the main issue 
in the case at bar had been the right 
of the claimant to receive benefits, then 
the $10 deposit would have been in 
order. The Referee erred, however, 
when he held that the employer’s ac- 
count was properly chargeable with the 
benefits received by the claimant. In 
reversing the Referee, the Appeal 
Board held that because the Industrial 
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Commissioner had not complied with 
the law by failing to give the employer 
current notice of benefit charges 
against the employer’s account, the 
benefit charges for the entire 15-week 
period should not be charged to the 
employer’s account. In that way, any 
adverse effect on the employer’s con- 
tribution .rate might have suffered 
otherwise, was corrected. 


Employment of Part-time Students 
During Summer Vacations— 
Exemption from Coverage by 
Operation of Law 
A small drug store out on Long 

Island took its case to the Appellate 

Division after the Appeal Board had 

upheld the Industrial Commissioner. 

Not only did the employer succeed 

in upsetting the Industrial Commis- 

sioner’s determination that the em- 
ployer was liable for contributions 
from April 11, 1942, through Septem- 
ber, 1951, but the case laid down some 
important principles that must be fol- 
lowed in obtaining exemption from 
coverage as a result of an amendment 
to the statute. The court upheld the 
assessment for the period from July 

1, 1939, through April 10, 1942. 
The name of the case is “Jn the Mat- 

ter of the Liability for Unemployment 

Insurance Contributions under Article 

18 of the Labor Law of Charles F. 

Kramer and John J. Kramer, co-part- 

ners, doing business as Charles F. 

Kramer & Son, Employer-Appellant, 

Edward Corsi, Industrial Commis- 

sioner, Respondent.” This case was 

decided in favor of the employer by 
the Appellate Division of the Supreme 

Court of the State of New York in 

the Third Department on December 

22, 1953. 

From July Ist, 1939, through Sep- 
tember 30, 1951, the employer operated 
a soda fountain in his small drug store. 
During that period he had 2 or 3 full- 
time employees working for him. At 
times, he employed some students from 
a local high school, in addition to his 
full-time employees. During July and 
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August, he had an average of 5 em- 
ployees, including college and high 
school students on vactation. At no 
time did he have 4 or more regular 
full-time employees subject to cov- 
erage. 

The court pointed out that in 1939 
the Legislature excluded from the de- 
finition of covered employment the 
part-time services of school children 
when they were actually in attendance 
at school during the daytime. It was 
subsequently held that this exclusion 
did not apply to such services when 
they were performed during a summer 
vacation. (Matter of Schulman, 290 
N. Y. 587). On April 11, 1952, an 
amendment to the statute became ef- 
fective for the purpose of overcoming 
the decision by the court in the Schul- 
man case. Employment of students 
who worked during vacation periods 
was exempted from coverage, and their 
earnings were not made subject to the 
Unemployment Insurance tax. 

As a result of the Schulman deci- 
sion, the employer became subject to 
tax from July 1, 1939, until April 11, 
1942, when the amendment became ef- 
fective excluding students from cov- 
erage for summer employment, as well 
as for employment during the school 
year. 

The Industrial Commissioner con- 
tended that the employer’s coverage 
continued beyond the April 11, 1942, 
date. He argued that once an em- 
ployer became subject to the law he 
continued covered until he complied 
with section 562 of the Unemployment 
Insurance Law, which required the 
employer to submit a written applica- 
tion to the Commissioner seeking ex- 
emption. The answer of the court to 
this argument is most interesting, and 
might be useful in some of the other 
situations where an employer is held 
to task because of his failure to meet 
some technical legal requirement of 
which he was not aware. The court 
said: 

“ |. . Respondent insists that such an 
application had to be filed by the employer 
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to terminate coverage even though the 
statute had been amended in 1942 to 
exempt therefrom students who worked 
during vacation periods. The employer in 
this case filed neither wage reports nor 
the application mentioned because he did 
not consider himself within the statute 
during any of the period in question. . . 

It may also be added that the 
Industrial Commissioner and the Appeal 
Board were at odds over the ruling in the 
Schulman case, so that an ordinary citizen 
can hardly be blamed for not knowing the 
law, at the time. 

“Tt should be emphasized that the em- 
ployer has been held liable not because he 
employed part time, students, but solely 
because he employed them during their 
summer vacations. This was a theory that 
no one was certain about until the Schul- 
man case was decided. 

“Doubtless the decision of the Industrial 
Commissioner and Board is within the 
strict letter of the statute, but it is not 
within the evident intent of the legislature 
so far as the facts of this case are con- 
cerned. A strict and literal adherence to 
the letter of the statute should not be per- 
mitted to defeat the manifest legislative 
purpose or policy, or to work an injus- 
tice. . Certainly . the statute is a 
self executing one and the dictates of 
section 562 should be followed in the 
ordinary case, but this is not the ordinary 
case. ; 


Principal Stockholder Must Own 25 
Percent of All Outstanding Stock 


The Industrial Commissioner had 
ruled that he considered as excluded 
from remuneration, compensation paid 
by a corporation (not subject to the 
Federal Unemployment Tax) to an 
employee stockholder who owns 25 per 
cent or more of the voting stock of the 
corporation employer. A recent deci- 
sion by the Appellate Division held 
that the Industrial Commissioner’s 
regulation was not in accordance with 
the statute. The court upheld the 
Referee and the Appeal Board which 
had ruled that there was no basis in 
the statute for the Industrial Com- 
missioner S position that the words in 
the law reading “ . twenty-five per- 
centum or more of the capital stock 

’ to mean 25% of the voting stock. 

In the light of this decision of the 
court, it would seem that the ‘“Hand- 
book to Employers” issued recently 
by the Division of Employment should 
be corrected when it refers to section 


517(2). 
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.AN ADIRONDACK VIEW 


February. Its a short month, but it is an important one. Great things happen 


in February—Lincoln’s 


birthday, and Washington’s birthday, and the New York 


State income tax rates for last year, yes, last year, are decided upon; provided there 
are not too many other laws to be passed—or rejected. For the Empire State, which 
we admit is the leader, this is a bit behind hand, isn’t it? We’re just asking. 


LEonARD Houcuton, CPA 
“Adirondack Chapter” 
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To the Editor of The New York Certified Public Accountant: 


In the computation of accrual for N. Y. State Franchise Tax where con- 


tributions exceed the 5% 
exist, 1.€., 
solved by 
tedious. 


Let: X 


limitation, 
Franchise Tax and Allowable Contributions. This problem can be 
the use of simultaneous equations, but the process is lengthy and 
| submit the following formula which may be of interest to your readers. 


two variable interrelated deductions 


: Allowable Contributions 


I‘ranchise Tax (Based on 5.5% of Entire Net Income) 
Profit before adjustment for contributions and accrual of 


Franchise Tax 


Prior Year’s Franchise Tax 


Total Contributions 
Then: 
.00275B 
99725 


052394(A-+C) 


.04725A 


04725C 


.0551517B 


Very truly yours, 


December 


RosBert M. LAnpeE, C.P.A. 





This Banker Really Threw 
Restraint to the Winds 


» PICHER, Okla. Ralph Chambers, a 
banker since 1915 and “a little tired of the 
rut we bankers get in,” decided to puncture 
the dignity of his bank’s balance sheet this 
vear: 


verbatim is the report as of 
December 31 for the First State Bank of 
Picher, as it was sent to stockholders and 
Oklahoma banking authorities: 


Following 


(See next column) 


[The report caused “a lot of comment,” 
according to Mr. Chambers, president of the 
bank. And the state’s chief bank examiner 
wrote: “I’m coming up there and see if you 
can sass me.” 

(Ed. note: This note is reprinted, by per- 
mission from the January 21, 1954, issue of 
The Wall Street Journal) 
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“Statement fixed so even you can under- 
stand it: 
OwNED 
$ 277,587.50 
124,853.68 
765,078.76 
1,167,519.94 


Cash, here and there 
Municipal I.0.U.’s 
Ike’s I.0.U.’s 
X-Ready money 
Loans (What are we 
offered ?) 
Overdrafts (Whodunit?) .... 
Total assets 


134,827.67 
16. 


Owep 
$ 79,193.95 
1,070,016.89 
1,149,210.84 
5,000.00 


25,000.00 
25,000.00 


__ 98,152.80 
$1,302,363.64 
X-Do you know of another bank with 


more ready money than total deposits? 
(Anyway, we can now sass the examiners.)” 


PRINTED 
IN USA 


Deposits doing time 
Deposits, loose as a goose... 
Total. deposits .ic.denccc< 
Semi-annual pot split 
Original pot 
Forced ante 
Accumulation and reserves for 
sour notes 








